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ute of Certified Public Accountants

The pollution problem.
Maybe your engineers deserve a little help.
The engineers will be the ones to find
the technical solutions to pollution prob
lems. There’s no doubt about it.
But pollution is a people problem, too.
And the engineers’ technological ap
proach to pollution isn’t going to solve
people problems.
Maybe this booklet can help. It lists
some of the things all people can do to

fight pollution. And with all the people
supporting your engineers we’ll have a
better chance of winning the fight.
For a free copy or a list of bulk rates
write to Keep America Beautiful, Inc.,
Box 1771, Radio City Station, New
York, N.Y. 10020

Keep America Beautiful
Advertising contributed for the public good

People start pollution. People can stop it.

This result is greater than that
of Mr. Fried’s calculation by over
350 per cent.
More significantly, this result in
dicates a 28.8 hour diminution of
productive time due to the “large”
group. Mr. Fried’s calculation
yields a 1,441.8 hour diminution.

Dear Sir:
The effect of Fried’s Law
*
is
seriously compromised by errors in
computation.
Granted that the formula for
computing the possible number of
interactions (I) is:
I=_ K(K-1)
2
But, this is the number of twoway interactions for the whole
group, not for each member of the
group.
Consequently, assuming that
“when the group size exceeds ten
each individual will spend .01 per
cent of his time communicating for
each member of the group over
ten,” the additional non-productive
time per group member due to the
larger group is correctly expressed
by:
.0001 (max (K-10,0))
Then the formula for group pro
ductive time becomes
Pt =
K (T [.55- .0001 [ max (K -10,0) ] ])
Solved for a group of 90 people
working a standard 40-hour week,
(a total of 3,600 available hours),
the result is as follows:
Pt =
90(40 [.55 - .0001 [ max(90 -10,0) ] ])

.George M. Rost
State of New York
Department of Motor Vehicles
Albany, N.Y.
And Mr. Fried’s reply:

In response to Mr. Rost’s letter
I would be happy to have you
print the following. Incidentally, I
have been surprised at the amount
of serious reaction to my “tonguein-cheek” article.
I am happy to welcome any ad
ditional work that would advance
our knowledge in the area of proj
ect control and management.
Therefore, I appreciate Mr. Rost’s
contribution but I do not believe
it is descriptive of real-life projects.
Gerald M. Weinberg, in his re
cently published book, The Psy
chology of Computer Program
ming (Van Nostrand Reinhold,
1971, p. 69) provides a “rough
rule” for gauging the impact
of increased staff on a project.
He proposes a basic unit of the
productivity of one programer (we
would assume this to be less than
100 per cent of the programer’s
time). The rough rule indicates
that as the size of the staff is

tripled, the productive capacity is
doubled. This means that three
programers have the productive
capacity of two times a single pro
gramer. Nine have the productive
capacity of four programers.
If, as my article indicates, we
must allow 25 per cent loss of
work time for vacations, etc., and
10 per cent for idle time then each
programer has 65 per cent poten
tial productive time. Weinberg’s
formula applied to this remaining
time would work out as shown in
the accompanying table, below.
As illustrated, Weinberg’s Rule
reduces the per cent of productiv
ity faster than Fried’s Law be
tween 3 and 100 but never enters
an area of negative productivity.
Based on experience and obser
vation, either of the above ap
proaches, however, appear to be
closer analogs of reality than the
approach Mr. Rost proposes. The
formula that can serve most prag
matically is that which should be
used, whether or not the mathe
matics is pure.
In any event, Fried’s Law:
There is an inverse relation
ship between effectiveness
(production) and group size
in complex technical projects.

seems to be supported by all re
search evidence.
Louis Fried
Title Insurance and Trust Company
Los Angeles, Calif.

Per Cent of Productivity

PT = 90(40[.55—.0001 [80] ])
PT = 90(40 [.542])
PT = 90(21.68)
PT = 1,951.2 hours
* Fried, Louis, “Don’t Smother Your
Project in People,” Management Ad
viser, March-April, 1972, pp. 46-49.
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Programers

Assigned to

Project

Productive
Capacity
Equivalent

Weinberg's

Fried's

Rule

Law

55%

2

65%
44%

4

29%

55%

27

8

19%

52%

81
243

16

13%

23%

32

8%

-239%

1

1

3
9

55%

1

James N. Bieneman • Bridging the Gap Between Data Processing and Operating Departments:
A Fresh Approach............................................................................................................... p. 17
The communications gap between EDP personnel
and management has been frequently written about.
This author believes a way to get rid of the notorious
gap is to get rid of the position of computer systems

analyst, as we know it today. He would assign the
analyst’s systems design responsibility to the users.
The result would be better systems, fewer failures,
and less frustration for all, he claims.

Allan M. Striker and Julian L. Carr, Jr. • Executive Incentive Compensation..................... p. 21
The authors outline a five-step approach to developing an executive incentive compensation plan. The

XYZ company, a medium-sized conglomerate organized on a divisional basis, is used as a model.

Myron J. Hubler, Jr. • New Challenges for the Practitioner ................................................. p. 29
In a normal progression from routine accounting ser
vices, CPAs can offer their smaller clients help in
long-range planning, including marketing forecasts

and capital facilities and manpower planning. CPAs
can then develop financial statements and reports to
fit small clients’ long-range requirements.

Samuel L. Young • The Operations Achievement Program................................................... p. 36
Computerizing and systematizing paperwork may re
sult in savings, but the most likely means for achiev
ing significant cost reductions is through efficient
use of personnel, the author says. He describes the

Operations Achievement Program used by the Sund
strand Corporation to improve supervisor and man
agement productivity by evaluating operating methods
and balancing work force to work load.
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Louise H. Dratler • Eighth Annual AICPA Computer Conference
Dallas was the site of this year’s computer users’
conference. The CPAs were briefed on the problems
and promises of minicomputers, software, time shar-

p. 44

ing, data security, and getting their non-EDP ori
ented partners to work with computers. They were
also told—computers are helping to replace them.

Rudolph L. Leone • The Accountant’s Role in a Controlled Society...................................... p. 51
Wage and price controls are here to stay, this writer
feels. In fact, controls will probably be extended to
new areas. This situation suggests a role for ac-

countants in defining and measuring the things to
be controlled, designing reporting systems, and eval
uating the worth of controls in specific areas.

DEPARTMENTS
Letters............................................................................................................................................ p.

1

People, events, techniques...........................................................................................................

p.
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What people are writing about..................................................................................................

p. 55
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Death of
a Salesman
Last year automobile accidents caused
the death of over 28,000 employees, on and
off the job. And disabled thousands more.
As a result, a lot of companies lost a
lot of good people. Not to mention a lot of
time. And company cars. And money.
It’s no way to run a business.
Which is why you should make it your
business to sponsor the National Safety
Council Defensive Driving Course.
Companies like National Cash Register,
General Telephone, and the Hartford Insurance
Group have made the course available to
their employees. And they’ve been able to
reduce employee deaths. And, incidentally,
company losses due to those deaths.
Set up your own Defensive Driving Course
for your employees. Now. Before you lose
another good man.
After all, you don’t
make any money on
the calls your salesmen
advertising contributed
never get a chance to make,
for the public good
Special Projects—Public Information
National Safety Council
425 North Michigan Avenue, Chicago, Illinois 60611
Please send me full details on the Defensive Driving Program.
I am interested for: Myself_____
A civic organization or club_____
My company______ Number of employees.
Name____________
Title_____________
Firm or Organization
Address__________
City_____________
State

people, events, techniques

Mergers Still Increasing, Ernst & Ernst Tells Des Moines Group;
Six Guiding Principles for Mergers and Acquisitions Listed
Even though glamor mergers
aren’t in the headlines the way
they were several years ago, more
companies are combining than
ever before, Thomas J. Smith, Ernst
& Ernst partner, told a client sem
inar in Des Moines.
According to some authorities,
1971 saw 25 times as many com
panies combine as did 1951. Ernst
& Ernst’s computer search file pres
ently lists over 1,100 merger-in
clined companies, the summer,
1972, issue of the firm’s quarterly,
E & E, reports.
The Des Moines meeting, E & E
explains, was one of the activities
of its merger and acquisitions group
designed to give clients an over
September-October, 1972

view of the salient points in buy
ing or selling a business. The M&A
group was originally brought to
gether to serve the needs of smalland medium-size businesses.
Six foundation stones

The six foundation stones of
merger and acquisition are plan
ning, finding, evaluating, negotiat
ing, financing, and integrating, ex
plained Ernst & Ernst’s Tom Smith
to the Des Moines clients.
In the areas of planning, evalu
ating, and integrating, technical
abilities not usually found within
a small company are needed, said
E&E’s Bob Wesley.

“Any company going into a merg
er program should clearly spell out
its objectives which should be de
rived from its overall goals and
long-range plans, including desired
rates of growth in sales and prof
its,” Mr. Wesley said.
Sometimes the planning process
uncovers business strategy options
other than a merger. When a merg
er is indicated, planning can help
to steer the company away from
an unfortunate alliance, Mr. Wes
ley explained.
“Whether you’re a buyer or a
seller you should have a profile of
your ideal partner,” Mr. Wesley
advised the E&E clients. “ Here
are some of the questions you
5

should be asking: How important
to you is the calibre of the com
pany’s executives? Does manage
ment expect to continue in the
company if you are the buyer?
“Or if you are the seller, does
your management want to con
tinue? Is the company’s manage
ment philosophy compatible with
yours? Should there be employ
ment contracts and non-complete
covenants?
“You will certainly want to know
production capacities, the age and
condition of the equipment, and
whether or not the facilities can be
consolidated. You will want to
know the engineering or creative
talents of the company you are in
terested in buying. And if you are
the seller, you will want to ask
yourself if you have the technical
know-how which would be espe
cially attractive to buyers.
“You will want to know: Are the
products competitive or comple
mentary? Are they cyclical or sea
sonal? Are they used in some parts
of the country or are they used
universally? If their use is re
stricted, are they compatible with
other products in the combined
line? You also will want to identify
the geographic areas making up the
markets, and the compatibility of
present marketing channels.”
Meshing compensation

Integrating different compensa
tion structures is an important
phase of a merger, the Ernst &
Ernst panel members pointed out.
This would include pension plans,
accounting policies, unions, and
such fringe benefits as who is en
titled to drive a Cadillac.
If a company has the necessary
managerial and technical talent
available, it can conduct an assess
ment of its merger plan itself. In
the case of a large industrial com
pany that was planning to acquire
another, E&E’s resources were
used. Mr. Wesley explained, “Our
team included industrial engineers,
cost accountants, data processing
technicians, marketing specialists,
and personnel consultants. In short
6

order we developed a detailed pro
file of the candidate company,
which disclosed a group of prod
ucts which couldn’t easily be as
similated into the buyer’s product
line . . . and there were some in
compatible production facilities . . .
it was enough to cause the buyer
to back off.”
Clark K. Sprinkle of Ernst &
Ernst’s national mergers and acqui
sitions group said, “There are now
more clients who are thinking
about expanding by way of a
merger than most people realize.”

Michigan County

Actively Solicits

Polluting Finns
Polluters — Muskegon County,
Michigan, wants you! If you are
in food processing or agricultural
chemical production and the local
authorities are on your trail be
cause you are polluting the environ
ment, just relocate your plant in
Muskegon County.
“We know that from Maine to
California both agricultural chem
icals and food processing operators
are being harassed by increasingly
stiff ecological guidelines,” said
James S. Russell, executive director
of the Muskegon Industrial Expan
sion Commission (INDEX), a pri
vately sponsored area development
group. “We, therefore, believe that
Muskegon County’s open invitation
for such companies to participate
in our spray irrigation system will
be greeted with enthusiasm, and
early indications suggest exactly
that.”
If seems Muskegon has devel
oped a water-borne waste disposal
system that has been commended
by President Nixon as a “pioneer
ing work” in the field.
Muskegon is using a spray irri
gation system which uses the soil
as a “living filter.” The system uses
food processing agricultural chem
ical waste products as nutriments
for the growing of crops.
According to the Muskegon de
velopment group, “The system is

based on several widely used pro
cesses, which have not previously
been integrated for the purpose of
waste disposal. Waste water from
the urban areas of the county is
piped away from the shoreline to a
suitable location inland where it is
given the equivalent of conven
tional secondary treatment.
“After storage and disinfection,
the water, with its abundance of
nutrients, is spray irrigated on a
variety of crops. Passage through
the ‘living filter’ of the soil purifies
the water before it is collected in
an underdrainage system, moni
tored to assure that it meets drink
ing water quality standards and
discharged to the surface waters of
the County to augment low flow. A
closed system, total management
approach is attained.”
Virtually all food processors can
be “plugged into the system,” the
Muskegon group says. The first
spray irrigation equipment will be
installed within the next few
months and the whole system will
be operational in calendar 1973.
An information package, “Oppor
tunities for Foods and Agricultural
Chemical Processors in Muskegon
County, Michigan,” is available
without cost from Department A,
Muskegon Industrial Expansion
Commission, 1111 Fourth Street,
Muskegon, Mich. 49441.
In Muskegon they don’t let waste
go to waste.

Many respondents to a recent
Management Adviser survey
protested that the Business
Reply envelopes they were
asked to return the question
naires in wouldn’t accommo
date the survey form. The
reason is that the survey
sample was very small, and it
didn’t seem wise to order
special Business Reply En
velopes for such a small
study. As some exasperated
but patient readers found,
the Questionnaire would fit
into the envelope provided it
was refolded.
Management Adviser

New Service Promises

Screened Job Resumes
Within Two Hours
Two hours after an executive
job opening arises, a new service
can provide 10 to 20 screened
resumes of candidates to fill it.
Executive Register, New Canaan,
Conn., says it is able to offer this
service by combining the com
puter, telecommunications, and its
staff’s screening experience.
Executive Register’s Data Bank
System is presently serving the
New York City and San Francisco
metropolitan areas. However, the
firm expects to expand its service
to Chicago, Los Angeles, and Dal
las by January 1, 1973. Other cities
will be included after that date.
The way the Data Bank System
works is an employer calls Execu
tive Register and gives it the quali
fications he is looking for in a job
candidate.
Executive Register then uses its
computer to scan the 10,000 re
sumes it has on file which are
coded with 164 different charac
teristics. After the computer selects
potential candidates’ resumes, a
staff member reviews the resumes
to pick out those most suitable for
the job opening. Then an appoint
ment with the employer is made
and an Executive Register repre
sentative brings him the screened
resumes without the candidates’
names or addresses on them.
After the employer reviews the
resumes and determines which ones
he is interested in, the Executive
Register representative uses a
Xerox telecopier to get the names
and addresses from his firm’s data
file.
The cost to the employer for
using the data bank service is $50
per resume he finally selects, with
a minimum price of $350. If none
of the resumes interest him he
pays nothing. The candidates listed
with Executive Register never pay
a fee, the firm states.
Executive Register claims that
September-October, 1972

when an employer advertises a
position there is no way to know
in advance what the ad will pro
duce. “The direct cost of a mid-to
top-level executive opening can
range upwards to several thousand
dollars, and the average cost for
each ‘on target’ resume you receive
can be several hundred dollars. In
addition, your time and trouble in
screening all these ad responses is
certainly worth something,” the
Executive Register states.
The firm handles positions in the
$15,000 to $100,000 plus salary
range. From 60 to 70 per cent of
its listed executives are employed
but have expressed an interest in
changing positions. These execu
tives come from all over the world,
an Executive Register official said.

Flood Victims Hear

Microfilm Should Be
Kept Wet to Lab
When flood waters drench your
microfilm business records, what
do you do? Keep them wet — until
you can get them to a lab, is East
man Kodak’s advice.
Kodak told its microfilm custom
ers who suffered this summer’s
flooding that they should bring
their drowned records to one of
its business systems markets divi
sion’s laboratories as quickly as
possible, and, in the meantime,
soak them.
Hosing down cargo

“One Pennsylvania plant sent its
film to New York via truck with
the driver stopping every several
miles to hose down the cargo,”
explained Ted Montuori, manager
of processing services. “But total
immersion in a clean container is
the recommended procedure.”
Another company transported its
flooded microfilms to Kodak in
clean plastic garbage pails filled
with water.
“Speed is the most important

Eastman Kodak's recipe for protect
ing flood-damaged microfilm records
until you can get them to a labora
tory: "Keep them soaking!"

factor in salvaging soaked film. A
long delay could mean the finan
cial death of a company,” Mr. Mon
tuori said. “Because of this, we try
to start returning rewashed film in
less than 24 hours. Naturally, the
extent of the damage, the custom
er’s distance from the lab, and the
amount of film damaged will affect
turnaround time, but in most cases
we’ve begun returning the dam
aged film well within this period.”
The Kodak reclamation service
was free to its customers, Mr.
Montuori said. One flood victim
took advantage of this service by
bringing in 59 miles of his micro
film that had to be washed, dried,
and respliced, all because of Hurri
cane Agnes.

— While Punched Cards

Simply Swell Until
Files Are Jammed
Did you know punch cards ex
pand when they get wet? This is
just one of the sad facts Todd
Spare, general manager of Com
puter Utilities of Central Pennsyl
vania, in Harrisburg, found out
when his computer center flooded
on June 22.
Although the banks of the Sus
quehanna River were expected to
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crest at 23 feet, the flood actually
crested at more than 35 feet. Meas
ured in more concrete terms, the
water reached a height of one foot
above Computer Utilities’ IBM 360
computer.
The flood’s toll in the facility in
cluded one IBM 360 computer,
about 500,000 punch cards, and
several metal file cabinets which
had to be broken apart to get the
wet expanded punch cards out. (In
the flood-stricken area 17 IBM System/3s and three 360s were lost.)

Problem anticipated

“Several months ago we antici
pated the need for a high and dry
back-up file of payroll and general
ledger master information,” Mr.
Spare explained. “In a meeting of
the firm’s executives, we decided
that we would start doing this some
day. Unfortunately, the some day
that we needed it came before the
some day that we did it. No flood
insurance is available to us here
because of our proximity to the
river. Fortunately, because our
computer is leased from IBM, their
policies covered that cost.”
It took 15 days with extra key
punch help to regenerate some of
the source data that was lost. Com
puter Utilities is a licensee of
Western Union Computer Utilities,
Inc., so it was able to get duplicate
software from WUCU’s head
quarters in Ft. Lauderdale, Fla.

Housed in client space

CU’s computer replacement was
installed in temporary space pro
vided by one of the firm’s clients,
Harrisburg Dairies. The dampness
has to dry out completely before
the computer can be placed in
CU’s own office.
Despite this natural disaster,
CU’s eight clients had their pay
rolls on schedule. Some quarterly
reports due shortly after June 30
were delayed, but service to two
clients was not affected at all, Mr.
Spare said.
8

Special Programs For

Disadvantaged Improve
Work Record, Study Says
Specially designed company pro
grams for disadvantaged workers
have helped to keep them on the
job, a Conference Board study
finds. Companies supplying special
training and support programs for
their disadvantaged employees
tend to keep between 40 and 50
per cent more of these workers
than firms that treat them simply
as regular workers, the study states.
The experiences of 2,300 com
panies in hiring the disadvantaged
were recorded by The Conference
Board research team during 1970
and 1971. The study’s findings were
released in June of this year un
der the title of Employing the
Disadvantaged: A Company Per
spective. Funds for the study came
from The Conference Board and
the U.S. Office of Economic Op
portunity.

“Disadvantaged ” defined

The Conference Board used the
National Alliance of Businessmen’s
definition of “disadvantaged work
ers.” These are “poor persons who
do not have suitable employment
and who are either (1) school
dropouts, (2) under 22 years of
age, (3) 45 years of age or over,
(4) handicapped, or (5) subject to
special obstacles to employment.”
According to The Conference
Board researchers, “Those compan
ies providing informal on-the-job
site trailing as their only form of
special training retained about 50
per cent of their trainees. Where
OJT was supplemented by training
programs off-the-job site, such as
work-study programs or vestibule
training, median six-month reten
tion climbed to 58 per cent; and
where off-the-job training was used
exclusively, the companies reported
retention climbing to 67 per cent.”
Even though the blue collar jobs
offered the disadvantaged paid

more than the white collar jobs
(such as clerical, secretarial, sales,
public contact, and technical jobs)
did, the retention for white collar
jobs was found to be higher.
The study pays special attention
to the role of the National Alliance
of Businessmen, a joint businessGovernment effort that was started
in 1968. According to President
Lyndon Johnson’s statement then,
the NAB’s target was “to put
100,000 men and women on the
job by June, 1969, and 500,000 by
June, 1971.” The organization has
not been phased out and the num
ber of jobs needed is now seen as
3.5 million, The Conference Board
observes.
Hiring new emphasis

The study found that the NAB
“today is much more oriented to
improving the results of hiring and
training the disadvantaged than to
‘selling the corporate way of life.’
The client group it serves in bus
iness is no longer chief executives,
but personnel, training, and minor
ity employment staffs. Yet NAB is
still largely the lean, largely ama
teur, sales-organization that Henry
Ford II put together in 1968.”
Over the past three years the
NAB’s influence has been negli
gible on those companies that
never before hired the disadvan
taged, the researchers found. How
ever, the NAB was successful in
getting companies with previous
experience in employing the dis
advantaged to hire larger numbers
of them.
According to The Conference
Board, the NAB’s most significant
accomplishment has been the cre
ation of a widespread belief among
businessmen that companies must
take care of the special needs of
the disadvantaged. The study
states, “Whether or not they indi
vidually felt special programing to
be a legitimate business concern or
not, the vast majority of executives
interviewed saw such programing
as an accepted part of doing bus
iness today.”
Management Adviser

Although the NAB’s training
programs were intended to “break
the back of hard-core poverty,”
participating businessmen have
come to realize that solving the
problems of the unemployed and
the marginally employed is a long,
difficult, and risky enterprise.
“Employing the disadvantaged,
moreover, is not tantamount to
typical business problem-solving in
that once the problem is identified
it may be ‘handled.’ If an indivi
dual’s punctuality or attendance
problems trace to an inability to
tell time, the company can teach
him to tell time, or even buy him
a clock. But if they stem from
family circumstance and respon
sibilities—as they often do—they
are less amenable to change. Also,
it is questionable whether com
panies would want to get involved
in these ‘personal’ matters. Com
panies are learning to cope with
what cannot be changed,” The
Conference Board observes.
Employing the Disadvantaged: A
Company Perspective is a 76-page
study available from The Confer
ence Board, 845 Third Avenue,
New York, N.Y. 10022. For non
associates the price is $17.50, for
associates and educators, $3.50.

Business Techniques
Could Help in Social
Problems, Executive Says
By the year 2000, a more peo
ple-oriented society can be created
if we apply some of the managerial
procedures used in operating a suc
cessful corporation, Fletcher L.
Byrom, board chairman of Kop
pers Company, Inc., Pittsburgh,
Pa., predicted.
Mr. Byrom’s prediction was made
at the 30th Anniversary Conference
of the Japan Management Associa
tion, held in Tokyo, Japan, on
June 7.
A universal human problem,
such as the demand for improving
the environment, could be solved
September-October, 1972

by using the five steps that com
prise his company’s management
procedure, Mr. Byrom said.
Step one is to determine where
we stand at this point in history.
In the case of pollution, the prob
lem has developed from unpleasant
to desperate, Mr. Byrom observed.
Determining the mission of the
organization is step two. Although
everyone wants to improve the en
vironment, comparatively few peo
ple are willing to pay their share
of the cost, the Koppers official
said.
The third step is to translate the
statement of mission into measur
able objectives. Mr. Byrom ex
plained, “We are approaching the
day when we can design all of our
social programs in terms of our
investment potential: that is, to
make certain that our limited pools
of money and effort are fed into
those programs that offer the best
long-term advantages for their
beneficiaries. We must be recep
tive to the notion that we can
apply numbers where, before, num
bers made no sense.”
Multinational possibilities

Step four is to create an organi
zation that can accomplish those
measurable objectives. A prime
factor for good in shaping the
world’s destiny may be the multi
national corporation, Mr. Byrom
suggested.
Step five in Mr. Byrom’s plan is
setting up a sensing system that
will tell us whether we are really
making progress. “When I speak
of a sensing system, I refer to
something that will detect advances
and setbacks more accurately than
ever before—and more quickly,” he
explained.
Mr. Byrom said he foresees “The
Human Century,” a period that
will produce greater personal dig
nity, more equitable distribution of
resources, greater influence of non
material values, and a limited sac
rifice of national sovereignties to
provide better worldwide condi
tions.
“The urgent necessity to preserve

our soil, air, and water dictates
that we sacrifice some of our sep
arate sovereignties for the general
good . . . something like the ten
tative understanding reached in
1971 by representatives of Japan
and the United States at the minis
terial conference on environmental
pollution. Such conferences dem
onstrate how nations can work
together without undue sacrifice of
sovereignty,” Mr. Byrom stated.

Traffic Manager’s
‘Isolation’ Hurts Firm,
Consultant Says
The traffic manager is an “iso
lated man” in many organizations.
His exclusion from the company
decision-making process results in
sizable potential profits that are
never realized, writes Robert M.
Sutton, a director of Drake Sheahan/Stewart Dougall, Inc., man
agement consultants, in his firm’s
newsletter.
“Ironically, the most common
penalty paid by companies which
sequester their traffic departments
is the penalty of paying too much
for their transportation,” writes Mr.
Sutton. Transportation expense is
typically the third or fourth larg
est expenditure by the firm, a
highly visible item on the P&L
statement.
“So, the traffic department is
charged with holding the expense
to its absolute minimum—by a man
agement which quite frequently
does not realize that high transpor
tation costs are often the result of
conditions over which the traffic de
partment has little or no control
because of its characteristic isola
tion from the company decision
making processes.”
A typical situation in which the
traffic manager is frequently left
out when he should be included in
company planning is the selection
of a site for a new plant or distri
bution center, Mr. Sutton says.
After the fact, the traffic depart
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ment is given the task of setting up
transportation arrangements.
In the case of one housewares
manufacturer, the new site was out
side of the city’s free switching
limits, meaning an extra charge for
each carload of freight that moved
in and out of the plant. For more
than a year, while negotiations with
the Interstate Commerce Commis
sion were going on, the housewares
company had to pay for its mistake
of not calling in its traffic manager
at the outset.
Another example of a company
that paid for not consulting its
traffic manager, Mr. Sutton points
out, was a chemical company that
claimed a “100 per cent customer
service standard.” In some in
stances this resulted in the cost of
transportation exceeding the value
of the shipment.
Mr. Sutton complains that “traf

fic departments spend a great deal
of time putting out brush fires” and
very little time on organized re
search into new transportation tech
nology. Too much of the typical
traffic department’s time is spent on
fighting rate increases proposed by
the carriers.
As Mr. Sutton sees the situation,
“by the time the increase is ulti
mately approved, their [the carri
ers’] losses on the traffic in question
have been such that they find it
necessary to propose another in
crease. And the cycle continues,
with shippers and carriers alike
committing an inordinate amount
of time and effort to an activity
which provides little lasting benefit
for either.”
The consultant believes major
transportation changes are “in the
wind.” Some of these are contain
erization, intermodal transportation

systems, sophisticated shipper infor
mation and control systems, and
greater use of air freight on a reg
ular basis.
“The Interstate Commerce Com
mission is increasingly attentive to
shipper-carrier cost sharing—the
premise that the shipper who de
velops systems that will enable car
riers to save money is entitled to
share in those savings through
more favorable rates. Then, too
there is talk of deregulation, which
for many shippers could create a
crisis of major proportions.”
The traffic department should be
adequately staffed and budgeted to
deal with these changes, Mr. Sut
ton advises. The traffic department
should also be fully involved in
company decision - making, he
urges, because traffic is an area
which offers opportunities for cost
reduction and profit improvement.

For the Executive in Finance—

Subtle Problems—Human Error, Accidents, Responsive Controls—May Be

The Most Critical for EDP Installation, Says Diebold Executive
Companies that effectively use
EDP find their vital business infor
mation subject to new and extraor
dinary risks, Theodore J. Freiser,
senior vice president of John Die
bold & Associates, management
consultants, observed recently in
New York.
“Most press accounts highlight
the bombings and bomb threats,
the embezzlements, thefts of infor
mation, and lawsuits that center
around computerized information
and EDP facilities. Actually, the
problem of security of key business
information is much broader, in
cluding human error, accident, and
responsive controls for an EDP en
vironment,” Mr. Freiser said.
In the case of a major retailing
organization, an audit of the EDP
security of each division found that
critical information was highly vul
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nerable in three areas: physical,
procedural, and software security.
In the physical area there ex
isted: easy access to the data by
unauthorized personnel; no pro
cedures for deciding who should
have access to the data bank; no
computer back-up arrangement;
and an unprotected tape library.
In the procedural area, there was
no protection from employees en
tering spurious data or establishing
fictitious accounts. There was also
no control over additions or
changes to the data base or pro
grams.
In the area of software, security
was weak because there were no
effective error detection routines
and no effective input control.
Mr. Freiser suggests that man
agement should consider when
evaluating its data security what

inherent risks exist. Risks from in
ternal and external sources should
be defined. Potential vulnerability
to these risks should be established,
and an estimate of the cost and
business implications of the mate
rialization of the defined risks
should be made.
Management should also evalu
ate the level of security that cur
rently exists, taking into considera
tion the current security safe
guards, their effectiveness and cost.
Finally, management should de
termine the practical opportunities
that exist to reduce the vulnerabil
ity to risk from identified potential
internal and external hazards. This
would include estimating the cost
implications of measures to increase
security in relation to their reduc
tion of vulnerability to risk. It
would also mean developing a timeManagement Adviser

phased implementation plan speci
fying action, personnel, and equip
ment required to improve security.
The Diebold Group recommends
that the amount of the security
budget spent on a system element
be correlated to the probability of
the loss. High value elements, ele
ments where the loss is not likely
but if it occurred could be devas
tating, should be protected, Die
bold advises.

SCHEMATIC REPRESENTION OF THE SIMULATION
TECHNIQUE OF COMMAND II

KNOWLEDGE OF
FINANICIAL MANAGER
INFORMATION FROM
ACCOUNTING SYSTEM

New York Bank Shows
Software System for

HYPOTHESIZED MODEL
OF ACCOUNTING SYSTEM

COMMAND II

Financial Forecasts
The First National City Bank of
New York (Citibank) unveiled
COMMAND II, a software pro
gram that uses forecasting tech
niques to project financial state
ments for a business, in late July.
The program is not available to
consultants since it is the property
of Citibank which has its own in
ternal consulting group, the Fi
nancial Consulting Unit of the In
formation and Advisory Services
Group of the bank.
Ironically, the announcement of
the bank’s new software system
came less than two months after
Marvin Stone, chairman of the
AICPA’s committee on the nature
of accounting services, had warned
a CPA audience in Dallas that
banks are becoming potent com
petitors of CPAs in providing ser
vices traditionally performed by
accountants. (See M/A, July-Aug
ust, ’72, p. 5 and p. 49 this issue.)
The new COMMAND II system
allows a number of forecasting
techniques to be used projecting
the financial demands of a diver
sified business, according to bank
spokesmen. It makes it possible for
company management to weigh the
effect of financial policy alternatives
on future accounting statements,
Citibank said.
COMMAND I, the new system’s
predecessor, was originally de
signed for First National City’s own
September-October, 1972

PREDICTIONS ABOUT
EFFECT OF CHANGE ON
FINANCIAL STATEMENTS

BY DECISION-MAKER
EVALUATION OF
PREDICTIONS

NEW INFORMATION
FROM REAL WORLD

Schematic depicts closed loop basis for COMMAND II.

management, but its principles
proved so valid that it was later
marketed to about 40 other firms,
including one of the bank’s chief
competitors.
The designers believe the new
system is so much more powerful
than its predecessor that it can be
marketed to a much greater num
ber of companies for their own
financial guidance.
As many as 24 projection meth
ods can be applied to 400 indi
vidual components involved in a
complicated forecast. Projected fi
nancial statements are tailored to
the accounting nomenclature of the
product line, division, or profit
center under analysis and can be
limited to print only the essential
portions of the total accounting
framework.

Besides the financial management
of companies, other subscribers in
clude some investment banks,
which often use it to judge the
future profitability of a company.
Evaluating merger possibilities

It is also extremely valuable in
weighing the wisdom of proposed
mergers and acquisitions, Citibank
said, citing one instance where it
had proved quite conclusively to
one company management that its
firm’s profitability would be great
er if it grew at a rate of 5 per cent
a year rather than 10 per cent as
it had originally planned to do.
The COMMAND II system,
which is available anywhere in the
country over local phone lines, can,
if used properly, make it possible
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for financial officers to have a sig
nificant effect on a company’s earn
ings per share, Citibank said.
According to Citibank officials,
the new system provides data “for
use in forecasting working capital
requirements, scheduling overall
cash flow needs, evaluating bud
gets, analyzing capital structure re
quirements and shaping dividend
policy, planning and control of di
visional performance, evaluating
consistency of internal forecasts,
analyses of product lines, and cal
culations of breakeven on price and
volume for specific product lines.”
Cost of the basic service is
$2,500 a year, and computer costs
are additional. The actual com
puter application is handled by
Applied Logic Corp., Princeton,
N.J.

activities to be managed to the
outside firm. This includes the
power to hire and fire EDP de
partment staff. In the case of com
panies spending $1-5 million on
EDP annually, successful imple
mentation can mean a cost savings
that exceeds 25 per cent, the firm
says.
ADL finds that the initial com
pany decision to investigate facili
ties management is often based
upon frustration, usually resulting
from a “cumulative dissatisfaction
with the results of in-house EDP
efforts.” Facilities management of
fers these companies general im
provement in operating perform
ance, substantial cost reductions or
controls, “permanent solutions” to
chronic internal problems, or “tem
porary solutions” to problems re
quiring immediate attention or
specific types of skills, ADL states.

Facilities Management

Problems listed too

Relationships Good,

There are potential problems in
facilities management arrange
ments, which the firm points out
in its newsletter, even though it
obviously is in favor of the service.
Some of these problems are: the
potential conflict arising from the
coexistence of two staffs (the user’s
and the service firm’s); lack of re
sponsiveness by the manager to
new user needs, partially because
of poorly constructed contractual
agreements; user vulnerability “to
the imperfections and inadequa
cies” of a management firm.
Other problems listed by ADL
were: overcommitment by the fa
cilities manager; improper prep
arations by the user, i.e., shifting
priorities for the computer instal
lation.
ADL believes that the unwilling
ness of the user to accept the shift
of responsibility from him to the
management firm is another prob
lem in facilities management ar
rangements. “This is at the heart
of the service, and a user contem
plating such a move must accept
a shift in control as a principal
fact,” the newsletter says.
Opponents of facilities manage

Says ADL Newsletter
Most facilities management rela
tionships appear to work well, de
spite the many caveats attached to
these contracts, observes ADL Sys
tems, Inc., Boston, in a recent com
pany newsletter.
Facilities management, the con
tracting out of a company’s com
puter operations (see M/S, Sept.Oct., ’70, p. 41), is now better than
a $200 million market, ADL esti
mates.
ADL Systems, the software sub
sidiary of Arthur D. Little, Inc., is
involved in various facilities man
agement agreements. A company
spokesman said that the future
thrust of the company will be in
this area. Its newsletter’s observa
tions on the field were drawn from
company experience and a ques
tionnaire sent to facilities manage
ment users and potential users.
The prime requirement for suc
cessful user implementation of
facilities management is, according
to ADL, the user’s willingness to
turn over complete control of the
12

ment view this same issue as an
essential problem of these arrange
ments, but view it differently. Some
businessmen feel that a company’s
management is giving up control
of the very heart of its organiza
tion when it allows a facilities man
agement company to take full con
trol of its EDP department (see
M/S, Sept.-Oct., ’70, p. 41).
ADL does say that facilities
management is not for every com
puter user. “Like an old shoe, it
must fit well or not at all,” the
newsletter concludes.

Too Much Economy
Called Perilous In
EDP Applications
Don’t be penny-wise and poundfoolish when it comes to making
EDP expenditures, is essentially
the advice C. C. Rice of University
Computing Company gave a meet
ing of the Six Flags Chapter of the
Data Processing Management Asso
ciation in Dallas recently.
The “dumb” way to reduce costs
in an EDP installation is to “hire
low potential people, use obsolete,
unreliable machines, buy the poor
est quality supplies, and house your
operation in a cow barn,” the gen
eral manager of operations for the
southwest region of UCC’s com
puter utility group explained.
These methods might result in low
er costs, but also in fewer satisfied
customers.
High quality people, machines,
supplies, and facilities offer many
opportunities for cost reduction,
Mr. Rice said. The number of job
reruns can be cut and management
is able to “effectively service cus
tomers with less total machines,
labor, and supplies cost.”
Obsolete machines seldom are
able to use presently available plugto-plug compatible peripherals, Mr.
Rice pointed out.
Giving his company’s service a
boost, Mr. Rice said that “it is
often less costly to buy high qual
ity data processing from a com
Management Adviser

puter service firm rather than pro
vide it within the company.” He
mentioned that one of his com
pany’s clients experienced effective
cost reduction which resulted in
savings of $3,500,000 per year in
areas of operations labor, machines,
and supplies.

AMS Releases Two
Surveys on Salary
Levels and Turnover
The Administrative Management
Association has released the results
of two of its personnel surveys, the
Annual Salary Survey and the Bi
ennial Turnover Survey.
According to the AMS salary sur
vey, the average clerical worker
in the United States is now earn
ing $117 per week, which repre
sents a 4.5 per cent increase over
last year’s average weekly rate of
$112. The average weekly salary
for the seven data processing jobs
in the survey is $145, or a 6.6 per
cent increase over last year’s aver
age of $136 weekly.
In Canada, the average clerical
worker earns $107 per week, an in
crease of 12.6 per cent over last
year’s rate of $95. The Canadian
average weekly rate for the data
processing jobs surveyed is $125, a
7.8 per cent increase over last year’s
$116 rate.
The turnover rate for office
workers in the United States and
Canada in 1971 was 19 per cent, a
decrease of 7 per cent from the
findings of the last turnover survey
conducted by the AMS in 1969.
Complete survey results have
been sent to the members of the
Administrative Management So
ciety. Others interested in the so
ciety’s 1972-1973 Directory of Of
fice Salaries for the United States
and Canada, a 40-page publication,
may purchase it for $30 a copy
from the AMS Personnel Division,
Willow Grove, Pa. 19090. The
AMS’s turnover report is available
only to its members.
September-October, 1972

Communication, Decisions

Stressed in Three Films
For Executives, Trainees
The fundamental skills required
to make effective business deci
sions are reviewed in a three-part
film series designed for managers
and management trainees by
Roundtable Films, Inc.
The three films included in the
“Executive Decision Making” series
are: “I’d Rather Not Say,” about
how to gather needed information
and
overcome
communication
blocks; “The Uncalculated Risk,”
on how to evaluate data gathered;
and “The Making of a Decision,”
a realistic process for decision
making.
The six-hour film package may
be rented for $135 a week or pur
chased for $1,120. The films may
be obtained for preview, but not
training purposes, for $45 for three
days’ rental. Additional informa
tion may be obtained by writing
Roundtable Films, 113 North San
Vincente Blvd., Beverly Hills, Calif.
90211.

First Two Units of
Toor Man’s MIS’

Are Now Available
The first two modules of a “Poor
Man’s MIS” series are now avail
able on Interactive Marketing
Datasystem’s timesharing network.
The two management information
programs are called RISK and
SALES.
RISK uses Monte Carlo simula
tion to compute return on invest
ment, profit margin, and profit for
new ventures such as acquisitions,
new products, new business pros
pects, etc. Outputs from the pro
gram include distribution analyses,
risk profile graphs, and sensitivity
analyses which identify the factors
most likely to affect ROI and
profits.

SALES analyzes selling perform
ance of the entire sales force and
the individual salesman. For each
salesman billings, per cent of fore
cast achieved, and expense bill
ings ratios are computed. Compar
isons to last year’s and last month’s
performance are made and pro
jections for each of the next three
quarters and for the end of the
fiscal year are computed.
There is a one-time charge of
$250 for RISK and a one-time
charge for SALES of $320.
IMD plans to add other pro
grams to its service so that module
by module its management infor
mation system will be developed.
The program packages are avail
able from IMD, P.O. Box N, Palos
Verdes, Calif. 90274.

IBM Shows 'Virtual
Storage,’ Raising

Capacity of Models
Just in case someone hasn’t
heard, IBM has unveiled its System/370 virtual storage in its new
Models 158 and 168.
According to IBM: “A System/
370’s virtual storage is created by
circuitry and advanced control
programing that link slower but
less costly disk storage to main
storage. During processing, only
the active sections of each program
need occupy space in main storage;
the rest are stored on the disk
and are automatically moved into
main storage for processing when
needed.”
The net effect, according to IBM,
is to make the System/370 appear
to the user as if it had up to
16,000,000 characters of main stor
age, which is, in fact, many times
its actual capacity. Maximum stor
age size for a System/370 is 4,000,000 characters.
Virtual storage will also be avail
able on IBM’s previously an
nounced smaller-scale Models 135
and 145.
First shipments for the Models
158 and 168 are scheduled for the
second and third quarters of 1973.
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New Medicare Regulations Pose Potential Cost Problems
For Hospitals, LKH&H Partner Warns
The new Medicare regulations
for hospitals with more than 100
beds will, in effect, reduce the
total Medicare reimbursement for
the majority of these hospitals,
writes Darwin W. Schlag, Jr., in
a recent issue of The LKHH Ac
countant and the April, 1972, Hos
pital Progress magazine.
“Hospital management can best
assure that the effects of the new
Medicare regulation will not be
unduly severe by critically review
ing the hospital’s accounting and
cost-finding methods as well as its
pricing structure,” advises the La
venthol Krekstein Horwath & Hor
wath partner.
“Hospital management should
know how its pricing structure re
lates to costs for at least those
items which account for the bulk
of the income within each of
the revenue-producing depart
ments. To not be aware of this
information is to do a grave dis
service to the institution by pos
sibly permitting under-reimburse
ment,” Mr. Schlag warns.
The new Medicare regulations
eliminate any Government partici
pation in costs attributable to the
hospital’s maternity complex. Mr.
Schlag fears that this may portend
the setting up of each nursing
service as a separate department
and reimbursement on a depart
mental basis.
One of the options available in
the original plan was the so-called
“combination method” which per
mitted the hospital to apportion
part of delivery room costs to
Medicare costs. This resulted in
higher reimbursement to the hos
pital than would have been ob
tained under the individual de
partment allocation. This combina
tion method has been rescinded
as of January, 1972.
Because pediatric and maternity
divisions have relatively lower oc
14

cupancy, they have higher per
diem costs than do the medical
and surgical divisions. “If hospital
management is not allowed to
average these high-cost nursing
centers with the lower-cost nursing
centers for Medicare purposes, the
result will be a financial loss,” Mr.
Schlag reasons.
If reimbursements do become
tied to costs, it will be necessary
for the hospital to know where
losses will occur before the end of
the fiscal year, he writes.
“The object is to recognize the
known and potential trouble spots
early so immediate action can be
taken to forestall problems. Many
steps can be taken in this respect,
but they can and should include
cost analysis based on the budget
before the fiscal year begins and
periodic interim cost analyses as
the year progresses,” Mr. Schlag
states.
He concludes by saying many
problems in the hospital financial
field can be overcome with early
identification of potentially trouble
some areas.

Shirt-Pocket Calculator
Can Perform Complex
Engineering Functions
A shirt-pocket-sized calculator
that has the problem-solving power
of a desk-top calculator has been
introduced by Hewlett-Packard.
The HP-35 weighs nine ounces and
performs logarithmic, trigonomet
ric, and mathematical functions
with a single keystroke.
The HP-35 has an “operational
stack” of four registers, plus a
memory register for constants. The
stacks hold intermediate results
and bring them back for further
processing when necessary.

A single keystroke tells the cal
culator to: add, subtract, multiply,
divide, find square roots, Sin X,
Cos X, Tan X, Arc Sin X, Arc Cos
X, Arc Tan X, Log10X, LogeX, ex,
xy, 1/x, or π. The calculator dis
plays up to ten significant decimal
digits and automatically positions
the decimal point, within the range
of 10-99 to 1099.
The HP-35 pocket calculator is
priced at $395.

Tennessee Puts All

Narcotics Patient Records

On Computer
Tennessee is applying automa
tion to its narcotics treatment oper
ations. The state’s Department of
Mental Health has awarded a con
tract to American Management
Systems, Inc., Arlington, Va., to
develop a patient service informa
tion system in support of Tennes
see’s methadone maintenance pro
gram.
The proposed system will auto
mate new patient recording activ
ities, drug handling procedures,
and patient treatment procedures
including patient identification and
dosage records. Initially, the sys
tem will be used only in the nar
cotics area, but it will have the
capability of expansion to include
other patient services as future
needs arise.
American Management Systems
chairman, Dr. Ivan Selin, said,
“The main problem faced by ad
ministrators of methadone mainte
nance programs is the requirement
to maintain tight controls over
methadone inventories—both bulk
and measured doses—and on patient
treatment schedules and records.
This job can only be done effec
tively if sophisticated computeroriented systems are developed to
assist administrators in meeting the
task.
“With the system we are devel
oping for the State of Tennessee,
responsible staff members will have
Management Adviser

fast and effective methods of reach
ing information regarding every
facet of their responsibility. This
will ensure that the potential bene
fits to be derived from the treat
ment program are not offset by
abuses or lack of responsiveness to
the needs of the recipients of treat
ment services.”
AMS has designed similar sys
tems for the District of Columbia’s
Narcotics Treatment Administra
tion and the State of Georgia’s Nar
cotics Treatment Program.

Auerbach Publishes

Minicomputer Guide For

Small Business
For the consultant to small bus
inesses whose desk is flooded with
a myriad of minicomputer man
ufacturers’ literature, Auerbach has
produced its Guide to Small Busi
ness Computers.
The illustrated 139-page guide is
priced at $19.95 and is available
from Auerbach Publishers, 121
North Broad Street, Philadelphia,
Pa. 19107.
The guide includes reports and
charts to aid in small business com
puter evaluation and selection. It
contains reports that offer advice
on how to decide whether a busi
ness really needs an in-house com
puter and, if it doesn’t, the guide
suggests less costly approaches to
data processing.
Prices given also

A separate price structure section
in the guide includes component
prices and describes the financial
side of vendor maintenance poli
cies. Also included are: a point
scoring system specifically devel
oped for small business computers
which yields the relative value, in
computing power per dollar, of
computers under consideration; a
glossary of unfamiliar terms; and
local supplier addresses and tele
phone numbers.
September-October, 1972

Eastman Kodak Introduces New Computer-Microfilm
System Designed to Prevent Duplication of Work

Eastman Kodak Company is us
ing a new computerized informa
tion system to keep its researchers
from duplicating each other’s work.
The system utilizes microfilm to
reference 40,000 of its scientific re
ports and more than 4,000 patents
and selected literature references.
Six years ago, Kodak realized that
it needed new ways of handling
the ever increasing number and
complexity of reports being pub
lished on a growing number of sci
entific subject areas. Years of com
pany research had resulted in a
large library of documents and, as
the staff increased, the personal in
terchange of ideas and information
became less efficient.
The new information system al
lows Kodak’s report index and
photographic patent index to inter
act with its research laboratories’
automated chemical index and re
lated data files, which contain
structural information and physical
data for 150,000 compounds.
Kodak’s system employs com
puter output microfilm (COM)
equipment that can be used by
scientists or patent researchers to
interrogate the system without the
aid of a computer. This enables
the workers to have a desk-top
search system for a very large file
of information.
According to the system’s devel
opers, Kodak’s Robert W. Graham
and Harry E. Roberts, COM was
chosen because printing the patent
indexes on paper would take more
than 100 times longer than micro
film and would result in reams of
paper, rather than two cartridges
of microfilm. “We choose to use
computer microfilm because of the
time and cost savings, and the ease
of distribution and use,” Mr. Gra
ham said.
Another factor, the system’s de
velopers did not give, is that Ko
dak makes microfilm products.
Each month the computer files

are updated and about 25 copies
of the microfilms containing the
Kodak Report Index and the Pho
tographic Patent Index are distrib
uted. This permits Kodak’s re
searcher to scan the indexes with
only a microfilm reader. In addi
tion, for more complex questions,
the system also has a computerized
search capability.
Kodak’s method of indexing pat
ent literature and research reports
is based on four principles:
1—The indexers employed are
technically trained and familiar
with the scientific subject matter
covered so that they can recognize
important concepts and relation
ships regardless of how the docu
ment is worded.
2—To obtain a high degree of
consistency in the descriptions, ac
cessing index terms are taken from
a controlled thesaurus of precisely
defined words and relationships.
3—Descriptive words are charac
terized by role, to indicate the con
text in which they appear in a
particular document. If the word
is categorized as role two it indi
cates that the reference contains a
particularly good state-of-the-art
review of the subject; role three
means the document describes a
way of manufacturing a product.
4 — Important chemical com
pounds in each reference are in
dexed using a topological represen
tation and a chemical fragment
coding system.
Anywhere from ten to 100 de
scriptive words can be used on a
single patent by an indexer.
The indexing and bibliographic
data are keypunched and put on
a computer tape so that they can
be processed to yield microfilm
listings. The listings include work
done by Kodak’s laboratories in
Rochester, N.Y., Kingsport, Tenn.,
Harrow, England, and Vincennes,
France.
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A kid with leukemia can die from a cold.
Leukemia is a disease of the blood-forming
tissues. It keeps the body from producing the
necessary amounts of normal white blood cells to
fight infection.
An infection that means a day in bed for a
normal child is a threat to the life of a child
with leukemia.
Today research has made enormous progress.
At one time, leukemia victims lived only a few
months. Now, in some cases, we can prolong their

lives a few years. That’s good. But not good enough.
Even though we’re closer to a cure,
leukemia is still the major cause of disease and death
in kids between the ages of 3 and 14.
We want to save the life of every
leukemia victim.
We can’t do it without a healthy contribution
from you.
We want to wipe out cancer in your lifetime.
Give to the American Cancer Society.

This space contributed by the publisher as a public service.

Management has been told, ad infinitum, it must
control data processing facilities. Nothing’s hap
pened; nothing’s changed. Here’s a prescription to en
sure change—and to make sure that it’s permanent—

BRIDGING THE GAP BETWEEN DATA

PROCESSING AND OPERATING
DEPARTMENTS: A FRESH APPROACH
by James N. Bieneman
Crowe, Chizek and Company

is a familiar cor
Perceptive students of effective
porate tool, neither mysterious
computer utilization have long rec
nor awesome. The ease with whichognized this paradox. Generally
it can digest, manage, and mean
they have proposed a solution
ingfully present data is universally
which admonishes business man
respected, and its future contribu
agers to stop treating computer de
tion to corporate welfare is often
partments with “kid gloves.” The
described as unlimited. Still, the
usual problem description and solu
computer is severely and widely
tion goes something like this:
criticized. Many believe it has
fallen short of expected perform
1. The failure of computers to
ance, and some doubt it will ever
realize
their potential can be traced
live up to its much advertised po
to the failure of management to
tential. For many companies, the
apply the same sound administra
computer is an unfortunate para
tive techniques to data processing
dox; on the one hand, it is a pow
that are applied elsewhere in busi
erful tool of vast potential and
ness.
known properties, on the other
2. The reason management does
hand, it represents years of disap
pointing results at high costs.
not apply these same techniques
he computer
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is that for all practical purposes
management is not involved.
3. The solution is considerably
more management participation in
computer projects and considerably
more management involvement in
data processing operations.
4. The result will be a higher
percentage of successful computer
experiences, with fewer surprises at
less cost.
The logic is flawless. The prob
lem is that very few corporations
have been able to apply it. This
article considers why and, more
importantly, this article proposes
a new approach to administering
the EDP function that will nat
17

urally result in the presence of
management involvement by whom
and when it is needed. If the right
kind of management involvement
cannot be secured, the approach
proposed here will prevent new
(and most likely doomed) com
puter projects from happening.
Management remains uninvolved

It is apparent to anyone who
cares enough to notice that most
management people outside of data
processing know and often care
very little about what their coun
terparts in EDP are doing. In many
cases, this situation is hardly acci
dental. The data processing people
don’t want to be hindered by their
cautious and sometimes negative
peers in the computer-using depart
ments. For their part, the com
puter users hope that by remaining
uninvolved with EDP they will
avoid being the target of more
automated systems “help” which
has proven unsatisfactory in the
past.
This breach between computer
managers and computer users has
long been acclaimed a calamity
since the computer department ex
ists for only one purpose: to pro
vide service to the computer user.
Of course the user is never satis
fied unless he is involved in a dom
inant fashion, which is precluded
by the previously described breach.
The problem statement and solu
tion end up contradicting them
selves, thus accomplishing little or
nothing. This contradiction is the
status and the dilemma of many
computer departments and the
users they serve.
In the past, the problem of inJAMES
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Many managers are tired of hearing
the same old message about getting
involved in data processing. They be
lieve in the principle, but they don't
really believe they'll be much involved
—now or in the future.

sufficient management and com
puter user involvement has been
attacked most straightforwardly.
Authors, teachers, enlightened man
agers, and consultants all have
stressed the necessity of participa
tion. Top management has been
told to administer the computer de
partment’s activities much more
closely, and middle management
has been instructed to play a dom
inant role in the design of its own
computer systems.
But users aren’t any more in
volved with their computer depart
ment counterparts today than they
ever were. To make matters worse,
many managers are tired of hear
ing the same old message about
getting involved. They believe in
the principle, but on a sustained
basis they’ve not been successfully
involved in the past and they
really don’t believe that they will
be much involved in the future.
The philosophy of “preach the need
for involvement long enough and
it will happen” • has not worked,
does not show much promise of
working in the future, and forces
one to look for another way to
achieve user dominance in the
EDP environment, and, as its con
sequence, satisfactory computer
results.
Misplaced responsibility

There are many factors contrib
uting to the failure of operating
management to become involved in
the design of computer systems and

in the proper utilization of com
puter resources. However, one ex
planation for this failure looms
more important than all the others
put together. The assignment of
responsibility for developing com
puter systems and for determining
automation priorities is misplaced.
These functions generally are re
served for the data processing man
ager and his staff. The operating
manager too often has neither the
responsibility nor the right to de
termine the nature of computer
applications for his own depart
ment. This situation should be re
versed. Once again, the responsi
bility for developing computer sys
tems and for determining automa
tion priorities should be assigned
to the management of those de
partments which require computer
services.
Two separate worlds

All managers are busy, in their
own view usually too busy. As a
result, it is understandable that
operating managers who are not
really responsible for the utiliza
tion of EDP in even their own de
partments have little or no time
to become involved with data pro
cessing. By the same token, those
in data processing who are charged
with the responsibility for systems
design tend to design systems and
develop applications to utilize com
puter hardware whether there is a
substantiated need or not. This too
is to be expected. All sincere indi
viduals work hard to accomplish
objectives in their assigned fields.
The computer systems analyst is
no exception. His motivation is
strong to design and to implement
computerized systems. To do other
wise would be to appear to fail in
his responsibility.
Another result of assigning to
computer personnel the responsi
bility for developing new applica
tions is that the human tendency
to guard one’s domain often comes
into play. Systems analysts push
their own ideas upon users more
strenuously than they should under
the guise of fulfilling responsibility
Management Adviser

and protecting their prerogatives.
Users who would like to be more
influential in the design and imple
mentation process consequently
can be made helpless. They are
unable to overcome the mandate
of corporate systems responsibility
held by a jealous data processing
department, and they soon realize
that, despite idealistic talk to the
contrary, their involvement is not
really wanted. While we preach
involvement, we administratively
have nearly precluded the possibil
ity of it actually happening.
Reassigning EDP responsibility

In order to resolve the dilemma
described, several fundamental
changes should be made in the or
ganizational structure and the re
sponsibility assignments associated
with the data processing depart
ment. As suggested earlier, the re
sponsibility for computer systems
design should be placed with com
puter-using departments, not with
the computer department itself.
The position of computer systems
analyst as we know it today should
be abolished. Instead, data pro
cessing departments should be
staffed to the extent necessary with
“translators” who convert the sys
tem requests of user departments
to programing specifications. Of
course, computer-using depart
ments will have to be given train
ing in the techniques of computer
systems design. Obviously, the more
proficient they become, the less
need there will be for translators.
Having abolished the position of
computer systems analyst and hav
ing assigned the analyst’s former
responsibility to the computer
users, it is important that the data
processing department’s perform
ance and contribution be evaluated
on the basis of revised standards.
No longer should the data process
ing department be expected to
solve operating problems. Operat
ing problems are the domain of
operating management.
The extent to which computers
are used to solve operating prob
lems should be determined not by
September-October, 1972

Users who would like to be more influential in the design and implementation
process can be made helpless. They are unable to overcome the mandate
of corporate systems responsibility held by a jealous data processing depart
ment.

computer personnel, but, of course,
by operating management. In order
to accomplish this, the cost of data
processing services
must
be
charged back to user departments.
As a result, those who receive ser
vice will pay for it; data process
ing’s contribution versus its cost
will be reviewed continually by
operating managers, and the use of
computers will be tied more closely
to discernible payoff.
The data processing department
should be measured on the basis of
the quality and the cost of the
service it provides. Job satisfaction
in data processing will then come
from providing first class service,
not from utilizing the most ad
vanced hardware on exotic appli
cations. As this concept is devel
oped, the data processing group
will find many of its own frustra
tions eased. It will have less cause
to be disappointed with operating
managers who resist data process
ing, because fewer managers will
resist once they can define their
own systems. Data processing de
partments devoid of the systems
responsibility will feel less com
pelled to engage in automation cru
sades, which so often utterly frus
trate both sides. In addition, the
data processing group which es
tablishes a reputation for success

fully implementing users’ requests
and for providing quality service
will experience the sweet satisfac
tion of more and larger user-ini
tiated projects. What data process
ing manager would not relish a
situation in which his services are
sought out instead of forced upon
reluctant recipients?
Answering some of the objections

There will be complaints that the
result of shifting systems design
responsibility to user departments
will be little or no progress toward
more and better computer systems.
There is reason to fear the operat
ing manager who, upon learning
of his systems design responsibility,
breathes a sigh of relief and never
again allows automation to cross
his mind. There are, however, two
controls over this possibility. In the
first place, the operating manager
usually is subject to “sound admin
istrative techniques” because top
management, in fact, does get in
volved in accounting, sales, and
production. When top management
reviews the performance of these
departments it will do so with
the awareness that the computer is
available to the operating depart
ment at the initiative of the man
ager. Failure of the operating man19

The position of computer systems analyst as we know it today should be abol
ished. Instead, data processing departments should be staffed to the extent
necessary v/ith "translators" who convert the system requests of user depart
ments to programing specifications.

ager to take advantage of the com
puter should be apparent to top
management just as is the failure
to use market research in the sales
function or quality control tech
niques in production. And there is
an important advantage to evaluat
ing the appropriateness of data
processing utilization in this way.
It is natural and automatic. Top
management first looks at operat
ing department performance. If
there is cause to look further, then
data processing is considered. Top
management becomes involved in
data processing because and when
there is a reason. At other times,
the utilization of EDP is controlled
by the self-regulating demand for
chargeable data processing services
by operating managers.
The second regulatory control
over the operating manager who
never finds cause to utilize data
processing is the placing of the sys
tems design and new application
initiative with the very man who
never chooses to exercise it. The
answer to this objection is obvious.
At least, time and money can never
be lost on a project which will
probably fail because of inade
quate operating management in
volvement anyway. The premise is
that if the computer user doesn’t
20

care enough about a project to
really work on the systems design,
then the project is not worth doing,
or, at least, the project is not worth
doing so long as that operating
manager is in control.
There will also be claims that
the computer systems design pro
cess is technically too demanding
for personnel in operating depart
ments. The validity of this charge
will vary from one situation to an
other. However, the technical de
mands on the computer systems
designer are often exaggerated,
particularly with reference to smalland medium-size installations. In
larger installations serving larger
companies, there is generally more
money and more opportunity to
provide the operating department
personnel with .the advanced com
puter training that they require.
And, in any case, the premium in
computer systems design is on de
sire and on correctly defining prob
lems and valid solutions. Operating
department personnel are ideally
suited to fulfill this need, and not
ill-suited to learn the required
technology.
Of course, some will object that
those who know nothing of com
puters will have difficulty anticipat
ing what a computer application

can do for them, or even what to
expect from computers. This ob
jection has some legitimacy, partic
ularly during the period when op
erating managers are first assigned
the systems responsibility. It is im
portant, therefore, that operating
managers quickly develop a mini
mum systems and EDP under
standing.
This does not presume technical
knowledge of hardware character
istics or programing languages. It
does assume familiarity with the
elements of computer system de
sign, e.g. input definitions, process
ing logic, and output definitions, as
well as an appreciation of generally
what to expect from computers.
Such a background can be ob
tained in a variety of ways, the
best of which is for the operating
manager to recognize his limita
tions and then to jump in headfirst
and learn by doing. In addition,
there are a host of nontechnical
books which describe in some de
tail what the operating manager
can expect in a well-run computer
installation, and how to go about
conceiving computer-based sys
tems. Both universities and EDP
manufacturers offer courses which
address these same topics. Existing
systems personnel and data process
ing management also can serve as
an important educational source,
and consultants can be used for
orientation and training.
As the operating manager be
comes familiar with EDP funda
mentals, it will not breed contempt
but rather confidence and ease in
dealing with the problem. Confi
dence will accelerate the manager’s
learning process and the effect will
snowball.
In summary, it must be acknowl
edged that the control and man
agement of data processing is diffi
cult at best. This article simply
suggests that we would make the
task easier by placing systems de
sign and project responsibility with
the computer-using departments.
It is argued that the result would
be better systems, fewer failures,
and substantially reduced frustra
tion for everyone.
Management Adviser

The incentive plan discussed in this article antedated
the most recent regulations on incentive pay issued
by the Pay Board. While the percentage increase of
XYZ would not apply today, the planning does—

EXECUTIVE INCENTIVE COMPENSATION
by Allan M. Striker
Touche Ross & Co.
and Julian L. Carr, Jr.

American Hospital Supply Corp.

company
without proper
ing such a plan—either through the
guidance and leadership is
creation of an entirely new plan or
doomed to mediocrity. Since manthe modification of an existing one.
agerial talent is one of the most
valuable resources of a firm, its
The XYZ company
total compensation plan must be
designed to attract and retain qual
For this purpose, let’s take the
ified executives. This article at
case of a medium-sized conglom
tempts to look at one of the major
erate, XYZ, made up of several ac
components of a total compensa
quired companies organized on a
tion plan—incentive compensation.
divisional basis. All the divisions
Executive incentive compensa
are approximately the same size
tion is a major component of the
and are controlled as return-on
total compensation packages of
asset centers. Control in the or
many U.S. corporations.1 For the
ganization is maintained through
purposes of demonstrating how to
a comprehensive planning, budget
establish the optimum incentive
ing, and reporting system.
compensation plan, the experiences
The company wanted an execu
of the authors have been combined
tive incentive compensation plan
to illustrate the process of develop
which would act as a motivator to
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participants, promote effective util
ization of assets by relating com
pensation to return on investment,
and improve the quality of
planning.
Several management tools al
ready in use at XYZ have been util
ized in the implementation of the
executive incentive compensation
plan:
• a corporate-wide job grade
system;
• a performance appraisal sys
tem based on management by ob
jectives;2
• one-year financial planning
based upon an accounting system
similar to that of Touche Ross &
Co.’s profitability accounting;3
21

EXHIBIT I
Suggested Order
of Activity

Responsibility

Background Required

Assigned To

Step 1—Establish
Responsibility

quired with departments

Step II—Objectives and

a. Broad conceptual skills

Planning

b. Ability to tie plan to corporate
goals

Planning and Finan

c. Knowledge of principles of hu

Personnel

Ability to match capabilities re

Plan coordinator

Philosophy

cial Analysis

man motivation
d. Knowledge of existing compen

Personnel

sation structure and desired fu

ture compensation structure
Step III—Operating

a. Knowledge

Policies

of accounting

sys

Planning and Finance

and

Personnel

tems and financial plans

b. Knowledge

of

executive

managerial administrative prac

tices
Step IV—Operational

a. Personnel procedures

Personnel

Details

b. Legal

environment

con

and

Legal Department

straints

c. Accounting systems

Corporate Controller

d. Audit skills

Internal Auditor

Power to approve plan

Chief

Step V—Implementation:

a. Approval

Executive

Of

ficer and Board of

Directors
b. Communication of plan to

Understanding of plan

Finance and Person

participants

nel

c. General administration of
plan

Understanding

d. Communication

Understanding

of

formance to plan

per-

of

administrative

procedures
of

plan-

Finance, Personnel,

ning system, ability to forecast
future earnings, understanding of

and Operating Di
visions/ Subsidi

financial

incentive compensation plan
e. Audit plan

Personnel

1. Knowledge

of

accounting

aries

sys

Internal Auditor

tems

2. Familiarity with audit tools

• long-range corporate planning
goals for return on investment and
earnings growth.
The first step in any incentive
compensation plan is, of course, to
secure the sanction of the board of
directors and chief executive offi
cer for the establishment of such
a plan. Once this essential element
is cleared, the best results are usu
ally achieved through an orderly
sequence of planning and events:

Step I: Establish responsibility
for design and implementation of
the plan.
Step II: Determine objectives
and philosophy of the plan.
Step III: Develop operational
22

parameters to meet the goals of the
plan.
Step IV: Resolve all the details
of the plan.
Step V: Implement the plan.

The above sequence of steps
forces prospective plan designers
to develop a logical progression of
activities which can lead to the de
velopment of a sound executive in
centive compensation plan.
Establishing Responsibility for
the Plan (Step I)—It is desirable
that one person act as coordinator
of the plan. He should periodically
make progress reports to the chief
executive officer who has full man
agement responsibility for approv

ing the plan. The heads of person
nel, planning, and finance may act
as the overall policy and decision
making group; however, it is still
wise to choose one of the group,
probably the chief personnel offi
cer, to act as coordinator. This ar
rangement will eliminate unneces
sary delay and will help to avoid
contradictory directions to subordi
nates.
To help toward the orderly com
pletion of establishing the responsi
bility, it is useful to lay out the
suggested activity progression in
tabular form as shown in Exhibit
1, at left, matching the capabili
ties required for each activity with
the skills of various departments.
In order to ensure that each ac
tivity is properly carried out, a
master work plan should be set up
and completion dates should be
tied into the critical dates of the
corporation, such as the monthly
and year-end accounting closing
dates, dates when financial infor
mation is released to the public,
and the various stages of the firm’s
work cycle.
Determining the Objectives of
the Plan (Step II)—A written state
ment of objectives provides the de
velopers with a focal point for co
ordinating their efforts and com
municating the plan to others. It
can be useful in explaining to par
ticipants the reasoning behind plan
details. In addition, the written
statement allows for continuity of
the plan over time by providing
an ideological framework for cur
rent developers and future admin
istrators.
With few exceptions, incentive
compensation plans should con
sider the following objectives:

1. To attract, motivate and re
tain managerial and profes
sional personnel of the highest
quality by providing an addi
tional economic incentive com
plementing the particular ex
ecutive’s salary.
2. To stimulate key manage
ment personnel to improve the
performance of their divisions
or departments and contribute
Management Adviser

. . . the plan should also . . . develop increased commitment to the long-range goals . . .

to the objectives and goals of
the corporation.

If possible, the plan should also
try to improve the management of
assets, to develop increased com
mitment to the long-range goals of
the corporation, to reinforce the
financial planning system, and to
promote increased attention to re
solving operational problems.
In attempting to reach these
goals at XYZ, several problems
were encountered. First, even
though all the designers agreed on
the necessity of long-range plan
ning, they did not agree on how
fast the company should move to
implement the compensation plan
within the next five years. Some ar
gued that it was best to move slow
ly to avoid the risk of locking the
company into unintentionally large
participation on compensation lev
els. Other designers felt that mov
ing too slowly could result in exec
utive discontent with the plan and
would increase the length of time
it would take to reach the optimum
plan. At XYZ a compromise was
reached by taking into considera
tion the unique internal environ
ment of each division.
The second issue was concerned
with how ambitious the objectives
of the plan should be. Some argued
that the incentive compensation
plan should be merely part of the
compensation package that is used
to recruit and keep employees. In
March and Simon4 terminology,
the plan should induce them to
join and remain in the organiza
tion. Others believed that the plan,
using the terminology of Herzberg,5
should serve as a “hygienic factor.”
That is, the incentive compensa
tion program might not necessarily
motivate employees, but when add
ed to the total compensation pack
age, it would not de-motivate them.
The most ambitious argument was
to use the incentive compensation
September-October, 1972

program as a motivational tool
following Schuster’s6 ideas on
compensation (in which he con
cluded that for incentive compen
sation to motivate people: the plan
must be related to performance;
the participants must understand
the plan; and, therefore, the awards
must be perceived to be related
to performance). XYZ chose the
most ambitious goal and, accord
ingly, an attempt was made to tie
performance directly to the com
pensation plan and to communicate
this relationship to employees.
The third issue was on the ques
tion of objectivity and subjectivity.
Some argued that the more ob
jective the plan, the less the possi
bility of argument, the fewer the
charges of unfairness, and the less
opportunity for arbitrary or capri
cious action taken by people in
volved in designing and adminis
tering the plan. Others pointed out
that the more objective the plan,
the less the possibility of adjusting
for the unique environmental con
ditions of particular divisions. The
company chose to be quite objec
tive. It was felt that this was
needed due to a lack of experience
within the company in developing
and administering incentive plans.
Developing the Operational Pa
rameters (Step III)—One of the ad
vantages of including the heads of
finance, personnel, and planning
in the policy group is that they
can establish the three main param
eters of the plan. The finance de
partment should determine how
much can be paid in incentive com
pensation. It is generally best
equipped to analyze alternatives
and to make recommendations as
to how incremental earnings should
be shared among the employees
and stockholders. This will give the
designers an idea, when it is tied
into the target levels of earnings,
how much incentive can be paid
at each level.

The question of who shall be in
cluded should be resolved mainly
by representatives of the personnel
department. The number of people
will depend on how much can be
expected to be available for incen
tive compensation, not only in the
upcoming year, but in future years.
It will also depend on the longrange objectives of the plan and
the management level the design
ers are attempting to reach.
The third parameter involves the
relationship of the incentive plan
to the company’s planning process
and can be determined best by the
planning department working with
representatives of the finance staff.
A decision will have to be made on
whether the plan will be tied com
pletely to the firm’s planning cycle.
This will depend to a large degree
on what stage the company’s plan
ning process is in and the reliabil
ity of the information it generates.
After considering the alterna
tives, XYZ decided to set the upper
limit on sharing incremental earn
ings at one-third (in the form of
incentive compensation) and twoALLAN M. STRIKER, CPA,
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The firm decided to begin
eligibility at the lowest level

of middle management—
determined through the
firm’s salary grade system—

and to tie the incentive

awards directly to the firm’s
planning system. This

management level is the
level at which managers first
take on the responsibility

of directing others to achieve
corporate goals.
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thirds to stockholders. [This was
before the imposition of Phase II
Pay Board regulations.] (Participa
tion percentages will, of course,
vary between companies in ac
cordance with the specific condi
tions and objectives of each com
pany.) In addition, the firm de
cided to begin eligibility at the
lowest level of middle management
—determined through the firm’s
salary grade system—and to tie the
incentive awards directly to the
firm’s planning system. This man
agement level is the level at which
managers first take on the respon
sibility of directing others to
achieve corporate goals.
It should be apparent that these
decisions were quite interdepen
dent and required that the repre
sentatives from the personnel, fi
nance, and planning departments
communicate closely, not only
within their functional group, but
with other functional groups as
well.
Resolving Details of the Plan
(Step IV)—Once the operational
parameters of the plan were de
veloped, the designers turned to
the most difficult and time consum
ing of the five steps. The operating
details were extensive in number
and, with few exceptions, difficult
to handle.
Working out the details

For the first three steps, the three
department heads had played the
most important roles. They had
guided the work of their groups
and made most of the key deci
sions. Now they had to assign to
their subordinates the responsibil
ity of working out the operational
details. After this group had devel
oped plans, they would present
them to the group of department
heads for approval. It was vital
that the functional groups, which
had remained very small (one to
three representatives from each de
partment), work together at this
point to ensure that the details
were consistent. Thus, it was felt
that it would probably be helpful
if they picked one person to be

coordinator of all the group’s work.
The representatives of personnel,
planning, and finance of XYZ met
with the department heads early
in October. The vice president of
personnel, who had served as co
ordinator for two months while the
first three steps were being carried
out, opened the meeting by review
ing the decisions which had been
made regarding the objectives and
policies. He then presented a pack
et which contained a summariza
tion of the company’s initial at
tempt to develop an executive in
centive compensation plan, the de
cisions that had been made to date,
and what was left to be done. The
following timetable was included
as part of the information:
October 10: Meeting to organ
ize the development of opera
tional details. (Step IV) Par
ticipants: Personnel-vice pres
ident, manager of special proj
ects; Finance-vice president,
internal financial consultant;
Planning-vice president, man
ager of business planning.
November 1: Deadline for de
velopment of the concepts
which are to be used in the
development of the operation
al details.
November 5: Final plans avail
able—begin development of
specific targets, costs, etc.
November 25: Presentation of
first draft of plan, complete
with all pertinent numbers.
December 1: Approval by vice
presidents — preparation for
meeting with management
committee (president, execu
tive vice presidents).
December 8: Approval by
management committee.
December 15: Approval by
board of directors.
January 1: Distribution of
plan.

After a few comments by each of
the participants, the first meeting
on October 10 adjourned. The man
ager of special projects, internal
financial consultant, and manager
of business planning then met to
develop a work plan.
Management Adviser

The first detail to be resolved
was the actual definition of man
agement (executive) performance.
Using return on assets as their pri
mary criteria, the group sought to
develop a performance formula and
a corresponding performance curve.
After two weeks of meetings, the
group reached the following con
clusions:

1. The performance formula con
cept, which related divisional
performance to incentive com
pensation awards developed by
the group, is presented in Ex
hibit 2, at right. It was felt that
residual income7 should be used
as a variable in the formula be
cause of the desire to emphasize
return on asset responsibility at the
divisional level (residual income =
divisional operating earnings — av
erage assets X divisional cost of
capital). For example, the target
for Division A was $200,000 in res
idual income. This was arrived at
as illustrated in Exhibit 2.
2. The cost of capital was arbi
trarily determined to be 20 per
cent. It was recognized that it may
be extremely difficult, if not im
practical, to determine the “true
cost of capital” and, accordingly,
the 20 per cent figure was the ‘Test
estimate” at the time.
3. A straight line “performance
measure” was to be used.
4. The earnings and asset tar
gets for points b and a (see Ex
hibit 2) of the line were to be
taken from the final plans, which
were to be available in the first
week in November.
5. The slope of the line was to
be constant for all divisions and
payout was to be expressed as a
fixed pool of dollars for each divi
sion.
6. Eligibility rules from Step III
were expanded to cover special sit
uations, i.e., transfers, new em
ployees, employees leaving the
firm, etc.
(Authors’ note: These rules
should be as explicit as possible.
Since they were of necessity rather
long and involved in XYZ’s case,
they are not presented here.)
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EXHIBIT 2

PERFORMANCE FORMULA FOR MODEL COMPANY
Operating
Division Assets

Division

Cost of Capital

Earnings = $1,000,000
= $4,000,000

=

20%

$1,000,000 - ($4,000,000 X 20%) = $200,000

Executive
Incentive
Compensation

.

Actual Residual Income

Key: Point a—Division's Planned Income, e.g., $200,000
Point b—Division's Minimum Standard of Performance

Note: Points a (planned income or target) and b (kickoff point) and the difference between
them on the curve can be varied periodically according to the objectives of the plan

The group decided to go with
a “pool approach” as described
below. This was chosen over the
method of tying compensation to
individual salary level—e.g., if the
division makes its plan, and each
of the participants within the divi
sion makes his plan, he will get a
given percentage of his salary. The
pool approach was chosen because
it was believed to be more flexible
and because it furnished a better
tool in controlling how incremental
income was to be shared.
Distribution alternatives

The planning group met again
on November 1. The purpose of
their meeting was to resolve how
incentive compensation should be
allocated within a division. They
had arrived earlier at the following
alternatives: the distribution can
be fixed by predetermined rules, it
can be left to the discretion of the
divisional manager, or it can be a
combination of both. A summary
of the arguments is presented be
low:

• If the rules are predetermined
at least two factors should be used
to determine who participates. Sal
ary grade (salary level) should
certainly be one. However, report

ing relationship should also be con
sidered. Compare a large and a
small division. The position classi
fications and the salaries of the di
visional controllers would differ,
but each controller may have the
same relative importance to his di
vision.
An advantage of this approach
is that it is objective, it rein
forces the position classification
program of the company, and, yet,
it is also responsive to different
conditions in the small and large
division. It also allows the divi
sional manager the flexibility of
using the pool in a way which will
maximize the motivational value
of the pool by allowing him to rec
ognize the relative importance of
the various positions under his au
thority. Further, it increases the
participation of the divisional man
ager in the program decisions.
• On the other hand, if the shar
ing of the divisional incentive com
pensation pool is left to the discre
tion of the divisional manager,
there is a tendency to reduce the
requirement for making sound
evaluations of the relative per
formance of employees; this limits
the effectiveness of the plan as a
motivator. A combination of divi
sional manager discretion and pre
determined rules is a third alterna25

TABLE I
Originally1

Position

Reports To

Controller

G.M.

Dir. Marketing

G.M.

Plant Mgr.

G.M.

Dir. R & D

G.M.
G.M.

Dir. Sales
Mgr. Advertising
Mgr. Finan. Plan
Mgr. New Prod.

Dir. Mkt.
Controller
Dir. Mkt.

Mgr. Prod.

Plant Mgr.

Materials Mgr.
Head Brand Mgr.

Mgr. Prod.
Dir. Mkt.

Mgr. Qual. Cont.

Mgr. Prod.

Eligible

Performance
Rating*

Amount

Award as Per Cent

Received

of Salary

$ 8,500

Yes
Yes
Yes
Yes
Yes
Yes

A

B

2,000

11%

Yes

B

2,000

10%

Yes
Yes
No

D

0

0%

B

2,000

10%

A

4,000

25%

Yes

b+

3,700

18%

No

A

3,200

25%

b+
b+

5,800

25%
18%

4,800

18%

c

1,500

7%

B

2,500

12%

$40,000
*A—Superior

B—Excellent
C—Good-Acceptable

D—Fair-Acceptable, Now Must Improve

E—Poor-Unacceptable

1i.e., counted in number assumed to participate in pool

tive. Some possible constraints
which might be placed upon the
divisional manager’s field of discre
tion are:
a. Required rules can be devel
oped (e.g., no qualified partici
pant can receive less than 5 per
cent of his salary unless his record
is unsatisfactory, nor more than
100 per cent);
b. Optional general guidelines
can be developed for the use of
the divisional manager in determin
ing the award;
c. A review of the awards can
be made by the divisional manager
and the head of the personnel de
partment or by the general man
ager’s superior before the award is
given.
The group decided to take the
combination approach. The alloca
tion of the divisional pool was left
to the discretion of the divisional
manager, but the constraints indi
cated above were used to control
his decisions. The formula for gen
erating the divisional pool was
based upon an assumed number of
people and a compensation level
for these people based on criteria
of job grades and reporting rela
tionships.
The general manager’s award
was to be determined by an exec
26

utive incentive compensation com
mittee composed of the president
of the company and two executive
vice presidents.
An example of how the process
was intended to work may be help
ful: A division earned $52,000 in
executive incentive compensation.
The executive incentive compen
sation committee awarded the gen
eral manager 25 per cent of his
base salary, or $12,000. The remain
ing $40,000 was available to be dis
tributed as he saw fit. He met with
the vice president in charge of per
sonnel and it was decided the re
mainder would split as is shown in
Table 1, above.
As can be seen in Table 1, the
awards would range from 7 per
cent to 25 per cent of base salary
earned. The assumed number of
participants had been ten (not
counting the general manager). In
actuality, nine of the ten partici
pated with two additions being
made. Thus, the average share
which had been planned, at this
level of performance, to be slightly
above 20 per cent, if the general
manager got 25 per cent, came out
to be nearer 16 per cent.
On November 5, the group met
again to complete the design of
the performance curves. In order
to do this, they utilized the infor
mation furnished them by the

planning department. A sample of
this information is presented in
Table 2, page 27.
The information was utilized in
the following manner:
• The kickoff point (see Exhibit
2, point b) was set at the conserva
tive estimate (assigned a 90 per
cent probability of attainment by
planning).
• The midpoint (see Exhibit 2,
point a) was set at the planned
point estimate (assigned a 50 per
cent probability of attainment by
planning).
• The upper limit or maximum
was set at the optimistic estimate
(assigned a 5 per cent probability
by planning).

The planned level of assets was
used to compute the capital
charge. This was done to arrive at
a constant capital charge to apply
to all operating earnings target
points.8
During the week of November
8-12, the group worked up “pool”
amounts (based on the information
available on the succeeding year’s
personnel requirements), which
would be paid for the varying lev
els of performance. Table 3, page
27, shows the information devel
oped for Division D.
During the week of November
Management Adviser

TABLE 2
SAMPLE OF PLANNING INFORMATION

PLANNED

CONSERVATIVE

DIVISION A

OPTIMISTIC

Operating

Operating
Earnings

Assets

Earnings

Assets

Earnings

Assets

$3,000,000

$17,000,000

$3,900,000

$17,800,000

$4,950,000

$18,300,000

Operating

DIVISION B

1,200,000

9,300,000

1,650,000

9,500,000

2,300,000

9,300,000

DIVISION C

2,000,000

10,000,000

2,300,000

11,100,000

2,950,000

11,100,000

15, the group developed a policy
for accounting items. This was ac
complished by working closely
with the division controllers and
corporate treasurer/controller. In
addition, a review of the plan was
made by the firm’s legal staff.
The week of the 22nd began
with the group exploring the possi
bility of “normalizing” the curves
even further (an attempt had been
made to do this earlier by adjusting
the payout ratios—i.e., payout dol
lars to incremental dollars earned).
By “normalizing” members of the
group meant they were attempting
to factor out as many differences
between the divisions as possible.
They decided they could attempt
to normalize by adjusting the point
(i.e., adjusting the payout and/or
the residual income) or the line
(i.e., the slope and/or shape).
The method they had partially
installed earlier involved adjusting
the payout by varying the slope of
the line (i.e., changing the payout/
residual income ratio) from divi
sion to division.
The designers also considered
adjusting the residual income point.
An example they worked out is
presented in Table 4, at left.
The designers also looked into
dual-sloped lines as a way to nor
malize. However, after an in-depth
study they decided not to attempt
to use any the
slightly differing payout ratio.
They felt that in future years, when
more experience with incentive
plans had been gained, an attempt
at normalization might be made.
The group met with the vice
presidents of three functional areas
on December 1 and obtained their
September-October, 1972

approval. Once this was accom
plished, the group was ready to
move into the final step: Imple
menting the plan.
Implementing the Plan (Step V)
—The approval of the plan by the
chief executive officers of the com
pany and the board of directors
was a prerequisite to implementing
the plan. Next, it was necessary to
communicate the plan to the par
ticipants. This communication can
be facilitated by developing a com
pensation manual which indicates
the philosophy and objectives of
the compensation plan, summarizes
the operating details, and demon

strates how this plan ties into the
rest of the compensation package.
It may be politically wise to intro
duce some compensation improve
ments at the same time the execu
tive incentive plan is introduced to
stress the interrelationship between
the executive incentive compensa
tion plan and the rest of the com
pensation plan.
Having obtained approval of the
plan and having developed a man
ual, it was now time to sell the
plan to the participants. If the gen
eral managers are consulted during
the development of the plan, the
task of selling them is made easier.

TABLE 3
SAMPLE OF INFORMATION DEVELOPED FOR DIVISION D

Planned Number
Residual

of Eligible
"Pool"

Personnel

300,000

$ 30,000

26

600,000

60,000

26

1,000,000

100,000

26

Income
$

Kickoff Point
Midpoint

Upper Limit

(Authors' note: The reader will note that the payout ratio remains constant at $1 of award
payout to $10 of residual income. This ratio varied slightly from division to division. The

differing ratios were used to help adjust differences in the environment the divisions
operated in.)

TABLE 4
EXAMPLE OF ADJUSTMENT TO THE RESIDUAL INCOME POINT

Residual Income

Factor

E.I.C. Target
(midpoint of line)

Division E

$3,000,000

0.900

$2,700,000

F

220,000

1.000

220,000

G

2,200,000

0.900

1,980,000

H

1,400,000

1.200

1,680,000

100,000

1.000

100,000

1

Division E had its residual income target reduced by

10 per cent. This was done to

"equalize" the plan with other divisions' plans due to sudden changes in the industry in
which Division E competes. Division H had its target adjusted upward due to favorable
changes in the environment.
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The plan’s success will
depend on how intelligently
it is administered. One of the

most important aspects

regarding administration is
to provide feedback during

the year on at least a
quarterly basis. Along with
the regular, quarterly

performance review, the

division’s expected residual

When the plan is formally pre
sented to the general managers, it
is useful to explain what parts of
the plan have conformed to their
comments and suggestions, and
why some of their suggestions were
omitted.
The plan’s success will depend
upon how intelligently it is admin
istered. One of the most important
aspects regarding administration is
to provide feedback during the
year on at least a quarterly basis.
Along with the regular, quarterly
performance review, the division’s
expected residual income and,
therefore, expected incentive com
pensation should be determined
and communicated to the partici
pants. It generally is best if the
divisions communicate the infor
mation to their participants. This
can be done by the division con
troller in most cases.
Not only is it good to provide
feedback to employees, but the
corporation should be constantly
monitoring the effect of compensa
tion policies on employees. Porter
and Lawler have outlined such a
monitoring process.9
Summarizing some of the sug
gestions :

income and, therefore,
expected incentive

compensation should be

determined and
communicated to the

participants.
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1. Use a planned approach, even
if not exactly that used in this ar
ticle. In particular, don’t start de
veloping operating procedures be
fore objectives have been devel
oped.
2. Involve key people in the de
velopment and communication of
the plan. However, before the pro
cess starts, make sure each person
knows his role—what is expected
of him and how far his authority
extends.
3. Plan a significant amount of
time for the design phase of the
plan, especially if it is the first
“sophisticated” incentive plan for
the company. Don’t overlook de
tails. Moreover, adherence to a pre
determined schedule is an essential.
Don’t draw out the design to the
point where its introduction has
lost the intended motivational
impact.
4. In addition to “selling” the

plan to the participants, one must
make sure it is intelligently ad
ministered.
The authors have attempted to
present their approach to develop
ing an executive incentive com
pensation plan. It is their hope
that this article will prove useful
to designers who are developing
new plans or who are involved in
the modification of existing plans.
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A CPA’s smaller clients are not usually thought of as
MAS prospects. Yet they can be, in a normal pro
gression from routine accounting services. Here’s
how it can be done—

NEW CHALLENGES FOR THE PRACTITIONER
by Myron J. Hubler, Jr.
AICPA

of professional man
confusion resulting from incomplete
financial information, especially
agement advisory services avail
able both internally and externallyduring periods of growth. The edu
cation of smaller clients to the ad
to the smaller clients of the inde
vantages of audited financial state
pendent accounting practitioner is
ments should be of primary con
often necessarily limited. This arti
cern. The client should be advised
cle will discuss several opportuni
that for purposes of subsequent
ties for practitioners to provide
management planning and control
significant stewardships to the
a much more informative basis
smaller client through assistance
frequently is dependent on the
with financial planning and man
input from audited financial state
agement controls.
All too frequently, professional
ments and supporting data. The
fact that numerous Federal, state,
services to smaller clients have
been limited to preparation of un
and local government units and
audited financial statements, and
major industries of the American
preparation of appropriate Federal,
economy, which may be customers
state, and local tax returns. The
of or vendors to the smaller client,
AICPA Statement on Auditing Pro
recognize the importance of ade
cedure No. 38—Unaudited Finan
quate financial information empha
cial Statements and the AICPA
sizes the inadvisability of restrict
Statements on Responsibilities in
ing the input of adequate finan
Tax Practice have been of assis
cial information to the top echelon
tance for helpful definitions of these
management (and often the prin
services; however, the client should,
cipal stockholder) of smaller clients
of the practitioner.
if at all possible, be advised of the
Since the organization structure
many problems and unnecessary
he extent

T
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of the smaller client is usually
somewhat more flexible than it is
for larger clients, the allocation of
functional time of executives is
extremely important. Excessive or
unnecessary time spent on accum
ulation of data for government and
management reports is reduced by
improved access to the data.
The following areas for develop
ment of a management advisory
service are suggested to the prac
titioner for consideration when re
viewing new opportunities for serv
ice to clients, especially to those
with potential for growth and ex
pansion.
Chart of Accounts. An analytic re
view of the chart of accounts may
reveal the need for a valuable con
tinuing management advisory ser
vice relationship with the smaller
client. A reasonable amount of
guidance to the client for meaning
ful account classifications can fre
quently provide versatility to the
client for growth and minimal con29

EXHIBIT 1
Account

Assets

Account

10

Cash

20

Receivables

60
70

Notes and accounts payable
Other accrued liabilities and taxes

30

Invento ries

80

Long-term obligations

40

Other assets

90

Equity

50

Property, plant & equipment

Account
200

Expense

Account

Cost of goods sold

300

Engineering

400

Selling

500

Administration

MYRON J.

Revenue

100

fusion in converting to more com
plete information reporting sys
tems. In some instances, the simple
application of a decimal system of
account classifications will provide
the client with access to consider
ably more sophisticated accounting
systems with nominal costs of con
version. Improved classification of
the chart of accounts will frequently
provide immediate benefits for cli
ents through accumulation of in
formation for governmental reports,
wage and salary summaries, and
product line information.
For illustrative purposes, the us
age of a decimal method of ac
count classification might be as
shown in Exhibit 1, above.
There are numerous systems
techniques for coding a chart of
accounts available from trade asso
ciation publications and textbooks.
Frequently office machine manu
facturers have suggestions in this
regard.
Through experimentation and
consideration of the needs of the
particular client, it is interesting
to observe how easily additional
information, such as product line
profitability, may be generated from
a decimal coding system. The clasHUBLER, Jr.,

CPA, is manager, special
projects, in the auditing
and reporting division of

the AICPA. He has been
the division's staff liaison
for 14 AICPA commit
tees.
Previously,
Mr.
Hubler was division con

troller
and
personnel
manager for Reliance Electric Co., Cleveland,
and a supervisor in the Cleveland office of
Ernst & Ernst. He has held part-time teach
ing posts at Columbia University and Ohio
State University.
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Liability and Equity

sification of product line segments
can be readily coded throughout
the financial statements, e.g., Rev
enue might be classified as account
100; account 110—Motorcycles; ac
count 120—Marine products; ac
count 130—Part sales and other
categories as appropriate. These
same decimal or subcategories are
also assigned to other related ac
counts such as inventory, purchases,
labor distribution, overhead, engi
neering, selling, and administrative
expenses.
The immediate impact of such
categorization converts the finan
cial statements into a greatly ex
panded source of operating infor
mation for the management of the
smaller client.

financial techniques. During nego
tiations with the client, attempts
should be made to convince man
agement that development of a
program for planning should be
implemented.
The practitioner should be fully
aware that the introduction of in
novative techniques may meet with
less than enthusiastic response due
to a valid concern of management
for loss of its present functioning
management controls, however in
adequate they may be.
An informal plan lacks the very
significant factor of performance
measurement—the ability to meas
ure deviations from the plan. Man
agement frequently will be reluc
tant to formalize a plan that is go
ing to disclose judgmental errors
or deviations from the plan. The
client should be reassured that the
analytical value of such perform
ance measures has benefits far be
yond those available to an unin
formed management. One of these
benefits is that planning frequently
frees management from otherwise
routine tasks; a second benefit is
that it allows management to util
ize the management by exception
principle rather than labor through
a voluminous maze of detailed
transactions each time a decision
must be made.

Financial planning and control

The balance of this article will
discuss opportunities for the prac
titioner to provide information for
planning of the operations for the
smaller enterprise which are com
parable to those used by the larg
est corporations.
With a reasonable effort on the
part of the practitioner, the obvious
advantages and revelations of the
expanded chart of accounts will be
of meaningful concern to the man
agement of the smaller client. The
informality of the planning func
tion of the smaller client is fre
quently an impediment to his full
acceptance of the advantages of
management advisory services. Per
haps, one of the significant reasons
for this obstacle is the unfamiliarity
of the management of smaller
clients with the more sophisticated

Long-range planning

The development of long-range
planning techniques suitable for
the client is the next step in the
introduction of a management ad
visory service to the smaller client.
Long-range planning is an estab
lished concept within mature com
panies, usually on a very sophisti
cated basis. The practitioner should
be fully prepared to discuss the
adoption of a planning program
with the smaller client and provide
reassuring guidance to the client
during the inception of such a
program. A long-range plan for
many smaller companies may have
been formulated informally by the
owner or top management but
never used as a guide for develop
ment of the business. A typical
Management Adviser

long-range plan ordinarily will out
line a coordinated plan for a 5-,10-,
or 15-year period. Of course, the
longer the program, the less pre
cise the data becomes; however,
it is a goal for the future and that
is of most importance.
A complete long-range plan should
coordinate the following elements
—the marketing forecast, capital
facility, employee staffing require
ments, and, finally, the conver
sion of the plan through appro
priate pro forma financial state
ments and reports. An illustrative
example of a typical program for
planning, organizing, and control
ling such a program is shown in
Exhibit 2, on pages 32-33.
These four elements of the longrange plan will probably offer nu
merous opportunities to the practi
tioner to assist the client in form
ing, preparing, and executing the
plan. Effective management control
of the interaction of these four ob
jectives is the key to optimum
profitability.
Marketing forecasts are the most
important segment of the long-range
plan. A planned rate for growth
should be a basic management
philosophy. The lack of such a
policy for growth and product line
development is one of the first in
dications of the need for profes
sional management advisory serv
ice. Development of the marketing
forecast, while not typically an ac
counting function, does offer op
portunities for preparation of prod
uct line profitability and market
penetration studies as aids to suc
cessful management planning. The
marketing forecast for the longrange plan should be prepared on
a monthly basis. This type of fore
cast should provide basic aware
ness of seasonal fluctuations in sales
volume. Although such monthly
information is vague, it does
provide important guidance for
financial control, cash flow, inven
tory control, and manpower re
quirements. In addition, the detail
in support of the marketing plan
often provides important knowledge
for product pricing and profit
ability decisions. In more complex
September-October, 1972

operations, the interaction of interdivisional or intercorporate activi
ties are frequently significant; how
ever, this is a separate topic not
included in this article because
of the specialized nature of such
transactions.
Capital facilities planning may
disclose need for additional physi
cal capacity as a result of a review
of the estimated sales volume re
vealed in the marketing forecast.
Planning for such facilities may be
reviewed by the practitioner for
return on investment calculations,
the allocation of physical facilities
to product lines, or functional clas
sification for feasibility. In some
instances, even the plant layout of
the client’s facility may be reviewed
for effective flow of product
through the facilities. Major defi
ciencies in physical asset alloca
tions may reveal important in
formation for management concern
ing product pricing. In addition, a
program for review and preparation
of feasibility studies for property,
plant, or equipment acquisitions
may be extremely helpful to man
agement. Review of the typical pay
back period of the industry for fa
cility and equipment additions may
be an area for an important contri
bution by the small practitioner to
the financial success of his client.
The third segment of the longrange program is effective man
power planning. This segment of
planning for the small practitioner
may be most rewarding in terms of
continuing management advisory
services. Most successful businesses
generally attribute their success to
employee morale and performance.
Frequently, management will need
to be advised of opportunities for
optimized manpower utilization.
An organization chart illustrating
the structure of the client’s opera
tions should be obtained or, in
some instances, prepared. Review
of manpower staffing requirements
through organization chart analysis
may provide the small practitioner
an excellent opportunity to offer
substantive recommendations to
management for improved utiliza
tion of employee wage and salary

The four key ingredients
in any long-range plan,

perhaps the most

comprehensive MAS step
most CPAs can offer their

smaller clients, are—
• The marketing forecast,
• Capital facility
requirements,

• Manpower staffing

requirements,
—and finally, the conversion
of the plan through

appropriate pro forma

financial statements
and reports
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EXHIBlT 2

FINANCIAL PLANNING
CONTROLLING PERFORMANCE UNDER THE PLAN

ORGANIZING THE PLAN

MONTHLY INCOME STATEMENT

MARKETING
FORECAST
5 YEARS

CAPITAL
FACILITIES
REQUIREMENTS

MANPOWER
REQUIREMENTS

FINANCIAL
REPORTING

CURRENT YEAR

PRIOR YEAR

Actual

Actual

$

$

%

%

Variance

Plan
$

PRODUCT COST ANALYSIS

%

SALES
COST/SALES
GROSS PROFIT

ENGINEERING
SELLING
ADMINISTRATION

Year 5
Year 4

LABOR

MATERIAL

OVERHEAD

VARIANCE

VARIANCE

VARIANCE

Rate

NET INCOME

Quantity

Efficiency

Year 3

Inventory
and Other
Reports

Year 2
Other Reports
Products

Months

Total

Year 1

DEPARTMENT

DEPARTMENTAL COST ANALYSIS

LONG-RANGE PLAN

YEAR TO DATE

Year
.1
$

2

%

$

3
%

$

4

%

$

Actual

5

%

$

%

Plan

ACCOUNT

CURRENT MONTH
Actual

Variance

Plan

Variance

VARIABLE

SALES
COST/SALES

FIXED
GROSS PROFIT
ENGINEERING

TOTALS

SELLING
ADMINISTRATION

DEPARTMENT

NET INCOME

MONTHLY VARIANCE ANALYSIS

ACCOUNT

VARIANCE

Over
ANNUAL PLAN

MONTHLY FORECAST

SALES
COST/SALES
GROSS PROFIT
ENGINEERING
SELLING
ADMINISTRATION

NET INCOME

TOTAL

Under

EXPLANATION

cash, receivables, and inventory,
physical facilities, etc., to provide
ready reference to important finan
cing relationships as expressed
through ratios, e.g. receivable, in
ventory and payable turnover, lev
erage, return on investment, or
assets employed. Such ratios are
utilized as will effectively high
light those balance sheet categories
expected to change as a result of
the marketing forecast, e.g. the
need for additional plant facilities
to manufacture or warehouse new
product lines.
Achtung!—practitioner

Capital facilities planning may disclose the need for additional physical capa
city as a result of a review of the estimated sales volume.

costs. Employee benefit programs,
wage and salary ranges, and em
ployee development programs are
all important indicators of the
client’s management philosophy.
The conversion of employee staff
ing requirements for the long-range
plan into financial terms provides
an important guide for manage
ment. Finally, in most industries
significant ratios may be developed
for management analysis such as,
employees per square foot of de
partmental facility, number of em
ployees required at various sales
volume levels, ratio of shop to
office employees, and similar data.
The financial statements and re
ports to be included in the longrange plan should be designed for
the specific requirements of the
client. This is the area where the
small practitioner has the greatest
opportunity to service his client as
the full range of his technical ex
pertise may be applied to prepara
34

tion of this vital segment of the
long-range plan.
The client and the practitioner
should fully understand that first
attempts at long-range financial
planning are frequently inaccurate;
however, continued efforts in for
mulating a long-range plan greatly
increase the effectiveness of these
plans. For most effective planning,
the long-range plan should be up
dated annually.
The forecast for the financial
statements will be prepared in ac
cordance with the general format
for the annual statement of the
client. For purposes of this article,
the discussion of the balance sheet
forecast presentation will be lim
ited, as long-range planning as dis
cussed herein is intended to be
restricted to the estimation of the
results of operations as reported in
the income statement.
Balance sheet forecasts are usu
ally limited to major categories,

As a word of caution at this
point, the small practitioner should
be alert to the interaction of the
balance sheet asset categories with
the other segments of the longrange plan. For example, a fore
casted change in physical facilities
will ordinarily involve revisions in
the market forecast, manpower re
quirements, depreciation, interest
(if additional financing is required),
inventory and receivable levels to
maintain turnover ratios, and cash
flow forecasts.
The annual plan is prepared in
more precise terms than the longrange plan. Basically, the annual
plan is a duplication of the first
year of the long-range plan; how
ever, it is prepared in the same
detail as the actual monthly oper
ating statements of the client.
The annual income statement
forecast is the most important part
of the financial planning program
as the data developed is used rou
tinely by management to measure
operating performance throughout
the year. It is sometimes helpful
to involve other management per
sonnel in the planning process by
suggesting they prepare depart
mental or functional budgets to be
used in the annual plan. These bud
gets should be prepared on a
monthly basis and the total of the
12 monthly budgets should agree
with the total shown for the an
nual plan.
Basically, the income statement
forecast is often prepared using
Management Adviser

percentage relationships of the var
ious functions to the forecasted
sales volume based on the past
experience of the client. The as
sumptions used to develop the plan
should be documented sufficiently
to use for reference for subsequent
forecasts. Again, it should be men
tioned, these forecasts may often
be refined to improve accuracy
through a systematic program for
periodic review.
A quarterly comparison of the
actual operating results against the
annual plan is helpful to provide
an interim check on variances.
Substantive differences in the ac
tual and planned operations may
necessitate a revision in the annual
plan.
The annual plan should be pre
pared on a monthly basis and used
as virtually a daily guide to man
agement for the measurement of
actual performance to the plan.
Forecasts should be included

Actual monthly operating state
ments of the client should provide
appropriate columns to record the
forecast in addition to the actual
revenue and expenses. The income
statement may be prepared to re
port actual performance for the
month and year to date; the month
and year to date of the prior year;
and the respective forecast amounts
as reported in the annual plan for
the two years. An added feature
sometimes included is the percent
age relationship to net sales for all
of this information.
A review of the illustrative ex
ample may be helpful to visualize
the flow of information through
the planning, organizing, and con
trolling phases of the long-range
plan.
As the flow of information im
proves, certain reports such as
product or departmental variance
reports become routinely available.
This is a good example of the value
of the principle of management by
exception. Management’s review of
the information available in the
complete system for planning
September-October, 1972

The annual plan should be prepared on a monthly basis and used as virtually
a daily guide to management for the measurement of actual performance.

should provide adequate informa
tion for an informed management
decision for corrective action.*
The additional financial informa
tion and reports available to the
client as a result of the financial
planning and control suggested
herein also offer other opportuni
ties for management advisory serv
ices to the smaller clients of the
practitioner. These would include:

1. Planning of long-term equity
or debt financing.
2. Analysis of cash-flow require
ments.
3. Recommendations for infor
mation processing systems.
*For a more detailed discussion of plan
ning, the reader is referred to Business
Budgeting & Control by J. Brooks
Heckert and James D. Willson, New
York, Ronald Press, 1967, and Cost Ac
counting: Analysis and Control by Gor
don Shillinglaw, Englewood Cliffs, N.J.,
Prentice-Hall, 1972.

4. Programs for make-or-buy
analysis.
5. Planning for meaningful vari
ance reports. Close coordina
tion with management in this
area can be especially worth
while.
6. Breakeven analysis — which
may offer opportunities for
more sophisticated techniques
such as linear programing ap
plications.
The range of services offered to
smaller clients by the practitioner
is frequently the only contact the
client may have with professional
accounting, tax, and management
concepts and practices. Thus the
relationship of the practitioner and
his smaller clients can be a very
important channel of communica
tion for the flow of information to
the financial management of an
important segment of the American
domestic economy.
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Too much time and effort is spent by most manage
ments on systems improvement, this executive be
lieves, at the expense of attention to the greatest
potential cost factor of all—personnel—

THE OPERATIONS ACHIEVEMENT PROGRAM
by Samuel L. Young
Sundstrand Corporation

ing business conditions. The longmanagers spend vast sums
range goal of OAP is to improve
of money to computerize
office productivity.
and/or systematize their paperoriented activities to reduce cost.
Program activities are applied
Unfortunately, they seldom put
throughout the organization wher
enough of that same effort into
ever technically and economically
organizing their most effective and
feasible and progress on an or
likely means for achieving signifi
ganization-by-organization basis.
cant cost reductions—people, what
they do and how they operate. In
Program concept
brief, industry must take time to
fully develop and utilize its most
Conventional industrial engineer
important asset.
ing techniques, successfully proven
The Operations Achievement
in direct labor applications, are
Program (OAP), one approach to
modified to be applied to office
improving supervisory and man
activities. Through such measure
agement productivity that we have
ment, OAP objectively determines
used successfully at the Sundstrand
the work content of a variety of
Corporation, integrates the plan
tasks. By relating measured work
ning, control, and utilization of
content to known or planned vol
office labor. Its basic purpose is
umes of activity, the work force
to objectively evaluate operating
required to produce the desired
methods, and balance the work
volume can be determined. A bal
force to the work load under vary
ance between work force and work
ost

M
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load is then sought through the
Program’s integrated budget and
control process.
Through work measurement,
time factors, or “should-take” times,
are established for each logical
job. Jobs are defined as recogniz
able, meaningful entities such as
“plan or design an XYZ tool.” A
factor represents the average time
it should take a reasonably com
petent employee, using acceptable
methods, and working at a normal
pace, to satisfactorily perform one
unit of production. It also includes
allowances for fatigue, personal
time, and rest periods.
The should-take time is applied
to the present or planned volume
of production to determine the en
tire work load. Thus, if 0.1 hour
is needed to complete a particular
document, and there are 1,520
Management Adviser

Executives spend vast sums of money to systematize their paper-oriented activities to reduce cost, while
surrounded by workers who are obviously wasting their time in nonproductive activities.

documents, the work load is 1,520
x 0.1, or 152 hours. If this work
required 190 actual hours, em
ployee utilization, or “realization,”
would be 152 earned hours ÷ 190
actual hours x 100 = 80 per cent
realization.
Assuming five per cent absentee
ism, personnel needs would be:
152 hours work load per week -438 hours per person per week,
which would indicate a proper
staff and budget level of four em
ployees. Minimum cost staffing,
then, is the immediate goal.
Current staffing criteria

Indirect labor represents a sig
nificant people-available and cost
problem. The number of white
collar workers in manufacturing
concerns has been rising in dra
matic proportions, while the num
ber of production workers has been
decreasing.
People are not only expensive,
but often aren’t available in the
skill categories you might need.
Thus, another question is, how do
you make the most productive use
out of those people available?
Typically, a supervisor is evalu
ated on how and if he gets his
September-October, 1972

assigned job done on time. The
intelligent supervisor, therefore,
maintains enough people to meet
any eventuality. Should he adjust
his staff to reasonable work loads
his naivete lasts until the first
slump in business. Management
slashes staff 15 per cent and, to be
“fair,” assigns the reduction equal
ly to all units. Our naive friend’s
ability to perform suffers, while
no real strain is imposed on over
staffed groups. Should he survive
the experience, he will add a “poli
tical contingency group” to his staff
at the first opportunity. Further,
his status is partly a function of
the size of his staff. The larger his
group, the more status he has.

The solution

Optimum white collar staffing is
achieved through a planned pro
gram for objectively balancing the
work force to the work load on a
continuing basis.
This challenge has been accepted
with varying degrees of accom
plishment. Where operations are
“like” the factory, these efforts
have gained some success. Where
they are different—as they usually
are—they frequently have been un

successful or very uneconomical.
What is different about the office
that complicates the task of objec
tive work measurement? While
there are many differences, the
principal ones are:
• Mental Content. Generally,
physical effort is less significant in
the office than in the shop. Office
output can only be indirectly re
lated to physical work, and may
be an event or a decision rather
than physical action.
• Worker Traditions. The white
collar worker retains the preroga
tive of determining how to do his
assigned job. The office is charac
terized, therefore, by widely dif
fering methods, whereas factory
standardization assures that the
labor required to make a given
article is uniform.

• Supervisory Attitudes. The
days when the shop generated most
product cost have largely disap
peared. However, the relationship
of office functions to profits is in
distinct and not generally under
stood.

These conditions necessitate ap
proaches which recognize and ac
commodate the differences.
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EXHIBIT I
SUNDSTRAND CORPORATION

OPERATIONS LIST
Engineering Services
BLUEPRINT - PRINTING

Dept. 767-1

Date:

Phase I

6-19-70

AVERAGE
PRODUCTION

OPERATION
NUMBER
101

1,000 Sq. Ft.

Print Reproduction

Receive

Includes:

PER

UNIT

DESCRIPTION

original

print

with

requisition

and

prepare

for

FACTOR

HOURS

UNIT

PROD. UNITS

PER HOUR

1.9661

Reproduced

reproduction, run copies (blueline, sepia, mylar) of various sizes, put
original in file basket, trim, fold, date stamp as necessary and take

copies to out table.
102

Requisition

Process Incoming Print Request
Includes: Receive incoming

request by phone, mail, or verbally, if

.1228

8.1

Filed

necessary obtain print size from master book and record, pull original

print and clip to request slip, and put on blueprint table.
103

File Prints
Includes: Obtain original prints from file basket, sequence, and file.

Print Filed

.0089

112.4

104

Microfilm Process (2000E Processor Camera)

Microfilm

.0504

19.8

Includes: Receive list of prints to be microfilmed, or new and revised
prints from drafting, pull original print if necessary, run copies, check

Aperature
Card Completed

density, order, quality and print overlay (when applied), record print
number on microfilm sheet, wrap list around cards and take to dark

room or keypunch, place original in file basket.

Let’s briefly review the key steps
involved in installing the Opera
tions Achievement Program, to see
how they lead us to our objectives.
Program implementation

There are seven steps to Pro
gram success:
1. Meet with Supervisors — As
organizations to be measured are
scheduled, the “Manual for Su
pervision,” which fully describes
the Program, is distributed to all
supervisors. Subsequently, a meet
ing is arranged between OAP an
alysts and the supervisors con
cerned. The target date is reviewed
SAMUEL

L.
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to
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with the supervisors and they are
requested to update their job in
structions and procedures. The
purpose of this meeting is to:

• Introduce the analysts to the
supervisors
• Review and explain OAP
• Answer questions and ensure
that there is an understanding
of the role of employees and
supervisors.

“Selling” management and super
vision on the value of OAP is the
key to program success. This is a
continuing requirement for all an
alysts. Management support is es
sential to create an environment
in which supervision feels that the
road to success is constant im
provement.
2. Meet with Employees — Su
pervisors are requested to ex
plain the program to all employees
prior to analysts working in the
area. The presence of analysts at
such meetings is desirable but de
pends on the circumstances in each

situation. It is very important that
employees understand that:

• The program is based on group
performance, and does not
measure individuals.
• Analysts try to understand the
job, rather than teach anyone
how to do it.
• The job, rather than the indi
vidual, is studied.
• OAP provides effective plan
ning and control through
knowledge of work load con
ditions.

3. Analyze and Define Operations
—The analyst first determines the
means for measuring the organiza
tion, and apprises supervisors of
what will be done and how.
He next records major functions,
methods, forms, and work flow, and
personnel breakdown by function
and shift worked. This is accom
plished through discussions, start
ing with the organization manager,
and progressing to each employee.
This analysis results in a list of
key jobs, called an Operations List,
Management Adviser

for which time factors will be es
tablished. A typical list is shown
in Exhibit 1, page 38.
4. Program Reporting — Program
reporting comprises two phases:

• Controlled reporting during
“should-take” time develop
ment.
• Reporting after factors are
determined.
The purposes of controlled re
porting are to collect time and
work sampling data; to establish
allowances for necessary nonmeas
ured work; to determine the cur
rent work load; and to compute
group performance.
The Operations List is approved
by department supervision prior to
the start of controlled reporting.
Analysts verify that the operations
and production units are clearly
defined to all personnel. This defi
nition is provided by the analyst
or the supervisor in the presence
of the analyst.
Backlog is inventoried at the
start and at the completion of con
trolled reporting. The inventory is
by operation number and is used
to determine work flow through the
group.
Analysts contact each of the
measured employees to assure that
they understand the Operations
List and reporting procedures.
They also verify that production
counts and timekeeping are cor
rect.
After each week of reporting,
the analyst reviews the summar
ized and individual reports with
each supervisor.
The controlled reporting period
is long enough for the work re
quired in each factor to occur, for
recurring non-factored work to be
performed, for employees to be
come familiar with reporting, and
analysts to resolve problems and
verify factors. Special or unique
tasks are handled separately for
work force determination.
After controlled reporting, su
pervision reports only the gross
hours worked and the production
units completed by operation.
5. Establish Factors — Factors
September-October, 1972

are determined from individual
employee time and production re
ports, and adjusted for productivity
levels observed by the analyst.
They include time for performing
all necessary functions, and allow
ances for fatigue, personal time,
and rest periods. The basic tech
nique for establishing factors is
work sampling.
Factor time is computed by mul
tiplying the total hours applied by
each individual times his “average
pace” and “per cent work,” deter
mined during work sampling. The
resulting time for each operation
number by individual is added,
and the total operation time divided
by the total number of production
units completed. This results in
“normal” time per unit and is illus
trated in Exhibit 2, page 40.
A personal allowance of 10 per
cent is added to the “normal” time.
This value is the average time it
should take a reasonably compe
tent employee, working at a rea
sonable pace, to fully and com
pletely perform one production
unit in a satisfactory manner.
6. Define Work Load — Work
load and work flow are deter
mined in two steps. First, an
inventory is made of all work in
the department, both prior to and
at the completion of controlled
reporting. Second, a period of con
trolled reporting is introduced to
determine normal work volume and
output per week.
Together, the backlog inventory
and the controlled reporting infor
mation permit an accurate deter
mination of normal work load and
work flow through an organization.
When this data is used in con
junction with forecasted work load,
supervisory personnel can accur
ately plan a realistic manpower
budget.
7. Balancing the Work Force to
the Work Load — After Program
analysts have analyzed the work
load, they schedule a meeting with
the supervisor, review the results,
and mutually agree to a means for
balancing the work force to the
work load. This is a continuing
process involving supervisory fore

casts of work load and OAP an
alyses and monitoring.
Work sampling

A. Introduction—Consider a wo
man in a supermarket. Noticing a
sign advertising apples for ten cents
per pound, she looks at a few of
them. On the basis of this examina
tion she decides: It’s a good buy—
a sale, or, the price is nice but
the apples aren’t—no sale. This is
the basic sampling concept—by
looking at several apples the wo
man has formed conclusions about
all of them.
Work sampling is a statistical
technique for analyzing a group’s
utilization of working time and is
based on the laws of probability.
It involves finding the ratio of idle
or personal time and productive
work, relative to the total process
time.
B. Making Observations—A sam
ple taken at random from a large
group tends to have the same pat
tern as the large group. If the sam
ple is large enough, the character
istics of the sample will follow that
of the large group.
The approach consists of taking
a momentary look at an individual.
The analyst records whether or not
the person was in the assigned
work area, was or was not work
ing, and his physical pace level.
The analyst then proceeds to the
next individual. As random time
observations increase, work and
nonwork acquire a certain relation
ship to each other. As the number
of observations increases, so does
the stability and accuracy of this
relationship.
Making observations is rela
tively simple, but determining
“work” or “idle” can be compli
cated by the variety of methods
for performing a job. To illustrate,
consider an employee reading a
magazine—is he working or idle?
This really depends on the nature
of the job and the magazine. Cer
tain jobs require the employee to
keep abreast of current literature.
However, if it occurs frequently, it
may indicate a lack of work and
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EXHIBIT 2
FACTOR NORMAL TIME COMPUTATION
Dept./Group:

Records Control

Employee

D/999-1

Normal Time Per Factor
#101 I#102

Analyst:

#103

J. Goodguy
Notes

J. Doe

B. Blue
R. Glotz

Total Normal Time

Total Production
Units Completed

Normal Time/Unit

Plus 10% Allowance

Prod. Units Per Hour

Form G 7333C

inquiries should be made of the
supervisor.
The analyst must exercise judg
ment based on the facts available.
However, the cardinal rule is give
the employee the benefit of any
doubt. In practice, most observa
tions are determinable as “work
ing” or “idle” after the analyst has
familiarized himself with the jobs
and the people performing them.
C. Observation Locations and
Routings—An inherent weakness of
work sampling as a measurement
technique is the fact that employ
ees are alert to the presence of the
analyst. Knowing that he is to be
observed, an employee may attempt
to be at work while the analyst is
making observations.
Although a problem, there are
two factors working in favor of
unbiased results. Employees tend
40

to become accustomed to the an
alyst’s presence and gradually re
turn to normal working habits.
Further, the desire to avoid being
observed as “idle” actually moti
vates real work and backlog is re
duced, assuming work is available,
and this can be readily evaluated
and adjustments made.
As an aid to achieving accuracy,
observation routines should be
varied.'
D. Random Sampling Time—Be
cause the human mind tends to
establish patterns, the selection of
sampling times is exceedingly im
portant. Sampling errors are de
pendent upon the probability of
an observation being included in
the sample. By random sampling,
all possible combinations compris
ing a sample of a given size will
have equal probabilities of being
selected.

Impartial samples are obtained
through the use of random number
tables. The proper use of such
tables permits a random list of
any desired size.
E. Statistical Accuracy—The accu
racy of a work sampling study is
affected by the number of obser
vations. The formula showing the
relationship between the degree of
accuracy and the number of obser
vations for 95 per cent confidence
limits (2-sigma) is as follows:

Sp—2 √ P(1-P)
w

Where: S = standard error of a
percentage or the desired accuracy
tolerance expressed as a decimal
(usually 5 per cent tolerance is
adequate).
Management Adviser

or:

p = per cent occurrence of the
activity or delay being measured,
expressed as a decimal (i.e., 15 per
cent = .15).
W = Total number of random ob
servations.
In practice, tables showing the
required number of observations
for given values of “S” and “p” are
used to minimize time and reduce
the potential of calculating errors.
Assume that a supervisor wants
to know the percentage of the time
his people are idle. A trial study of
100 observations might be made.
If 40 of these showed people to
be idle, the percentage occurrence
(“p”) in the formula would be
40 per cent (40/100 x 100 = 40
per cent). Further, assuming that
an accuracy of ± 5 per cent is
satisfactory, we can substitute in
the formula as follows:
“S” = ± 5 per cent = .05 and
“p” = 40 per cent = .40

w “= (.05)2(.40)
4 (.60)
= (.0025) (.40)

= 2,400 observations
A total of 2,400 observations
would be required for an accuracy
of ± 5 per cent. This means that
you could be 95 per cent confident
that the result would be the ob
served value ± 5 per cent of the
observed value.
F. Control Charts—The work
sampling control chart enables the
analyst to detect abnormal events
during the study. Results falling
outside the statistical control limits
suggest that some unusual or ab
normal condition may have been
present.
The “3-sigma” limit is used in
determining the upper and lower
control limits. This includes 99.7
per cent of the area under the nor
mal curve, and means that there
are only three chances in 1,000
that a point will fall outside the
September-October, 1972

Determining "work" or "idle" time can sometimes be difficult. Is the worker
reading a magazine busy or idle? This really depends on the nature of his

job—and of the magazine.

.

limits owing to chance. Data with
an assignable cause for being outof-limits would not be used. A
typical “Control Chart” is shown
in Exhibit 3, page 42. Control
limits are determined from tables
showing the respective limits for
differing values of “p.”
Maintaining program accuracy

Program results are affected by
production and time reporting, and
by the accuracy of time factors.
Both of these must be on a current
basis if the results are to be mean
ingful.
Factors are accurate as long as
methods and procedures do not
significantly change. When a major
change in job does take place, pro
gram supervision should be advised
and, if warranted, analysts will
restudy the tasks involved. Since
jobs are measured in total rather
than by small elements, mainte
nance is much smaller than in the

usual work measurement program.
Tasks with increasing time re
quirements are questioned and
challenged to determine the value
of the added effort.
Results and value to management

OAP results here at Sundstrand
have improved the use and man
agement of our human resources.
We know the numbers and kinds
of skills needed to perform any
work load. Further, by using
“should-take” hours, supervision
can objectively determine the
number of people and optimum
overtime required for any work
load. Thus, OAP provides the basis
for variable budgeting and fore
casting to continually reflect the
latest work load data.
Earned hours profile distri
butions inform supervision where
emphasis is. This helps keep a
group properly oriented to man
agement’s major interest areas.
Work profiles are of particular in-

The desire to avoid being observed as "idle" actually motivates real work;
backlog is reduced, assuming work is available.
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EXHIBIT 3

Control Chart

STATISTICAL ACCURACY
95% Confidence Level
Standard Error; ±1.3%
Absolute Error: +1%
Total Observations 6076

terest in the office where the indi
vidual can, in large measure, in
fluence his own work load.
Measurement reports provide a
better, more objective means for
evaluating personnel, methods and
systems, scheduling, and assigning
work.
OAP analyses and reports have
improved productivity per person
through reducing non-productive
and lost time and have significantly
improved work scheduling, checks
on the status of each project, and
have also provided an excellent
return on investment.
Looking ahead, we also plan to
apply known data to new tasks to
achieve, through operations re
search, improved long-range fore
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casting of work load and the re
lated skill mix.
Achieving objectives

Program objectives can be
achieved only by continuing evalu
ation of group performance and
work load.
The “Weekly Performance Re
port,” shown in Exhibit 4, page 43,
provides a concise summary of
group performance. When com
bined with periodic backlog re
ports, it provides an ideal means
for managerial evaluation. The re
port gives data to supervision in
accordance with their needs, and
is summarized for organizational
management.

Realization is the relationship
between input and output hours.
A realization of 100 per cent is
“normal” and should be achieved
on a continuing basis. Anything
less represents sub-normal perform
ance and a continuing sub-normal
trend generally signifies that a
change in staffing is required.
It is expressedly mathematically
as:
Realization Per Cent =
Earned Hours (Output) x 100
Applied Hours (Input)

It is apparent from the above
formula that there are only two
ways of improving performance:
one may raise output in earned
Management Adviser

EXHIBIT 4
OPERATIONS ACHIEVEMENT PROGRAM
WEEKLY PERFORMANCE REPORT

Manufacturing Engineering - Controls
ORGANIZATION NAME

999

1

ORGN. NO.

GROUP NO.

6-25-71
QUARTER ENDING

FORM G 7325 8

hours and/or reduce input in ac
tual hours or manpower. The only
way to raise realization is to re
duce applied hours per unit.
If there is insufficient necessary
work to utilize available capacity,
then head count must decrease. If
applied hours are allowed to re
main the same, available work will
be charged with all the labor. This
results in no improvement what
soever. Furthermore, bored people
tend to create work and jobs of
questionable value to the organiza
tion. Overstaffed groups become
indifferent, inefficient, and produc
ers of poor quality; each man
thinks “someone else” is looking
after things.
Management must have some
yardstick for identifying the pres
ence of “a problem” before it be
comes a catastrophe. Should-take
times are such a yardstick. They
September-October, 1972

identify and isolate specific areas
for in-depth analysis and resolution.
Having factors solves nothing;
only their proper use and under
standing will yield results. Man
agement emphasis on the use of
work loading, short-interval sched
uling, planning, and control are the
keys to achieving productive re
sults. Managers must motivate and
work toward improved perform
ance. Improvements don’t just hap
pen! Managers must cause them to
happen through their own leader
ship and skill.
Summary

The purpose of the Operations
Achievement Program is to balance
work force to the work load in an
objective manner, and continuously
monitor that balance to reflect cur
rent activities and direction.

Managers need such a program
to improve profitability, planning
and control, budgeting, and fore
casting.

Results to date:
• A significant return on invest
ment.
• Additional benefits such as or
ganization improvement and
job refinement.
• Building a volume of time fac
tors for key jobs, methods,
and task descriptions for use
by all corporate divisions.
The Operations Achievement
Program needs management help
to be successful; time factors by
themselves can do nothing; man
agement, however, is making them
a valuable and useful tool for re
sponding to their profitability and
productivity challenges.
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Software, minicomputers, rise of competition through
computer use all dwelt on at length at recent Dallas
meeting; more involvement of non-EDP oriented
CPAs termed essential at the—

EIGHTH ANNUAL AICPA

COMPUTER CONFERENCE
by Louise H. Dratler
Associate Editor

are no longer the
line of code, or get a firm grasp on
wave of the future; they are
systems analysis, the speaker said.
the essentials of the present. At Mr. Welke, president of Interna
least they are for the 275 partici
tional Computer Programs, Inc.,
pants in the AICPA’s Eighth An
Indianapolis, Ind., outlined six
nual Conference on Computers and
stages in the typical software de
Information Systems, held May 23velopment cycle: 1—Wild euphoria
25 in the Marriott Motor Hotel,
with the announcement of the new
Dallas. The attendees were not
system; 2—Near total disillusion
talking about pie in the sky, but
ment as the systems people realize
daily problems they are encounter
almost all the goals set down in
ing in making the black box work
Stage 1 are unattainable (mainly
for them.
because management has not set
“While man has an inalienable
down what it wants); 3—Utter
right to failure, I think we’ve over
chaos as the systems people won
done it in software,” said Lawrence
der what they should do now; 4—
Welke, the conferences keynote
A search for the guilty; 5—The
speaker. For more than 25 years
prosecution of the innocent; and
programers have been working
6—The promotion of the unin
with software, yet they still don’t
volved. The last three stages go in
know how to estimate a job ac
quick succession, Mr. Welke ob
curately, determine the cost of a
served.
omputers

C
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“Whether you realize it or not,
if the buck is going to be stopped
in software it’s going to be stopped
at your door,” the software spe
cialist told the computer users. Al
though software is now a $7 billion
industry, it has always been looked
on as a technical equation rather
than a business equation and that is
where the problem lies, Mr. Welke
believes. There is no measure of
programer productivity. “Have you
ever met a computer programer
who has not been 90 per cent fin
ished?” Mr. Welke quipped. “Soft
ware has been the province of the
hobbyist, artisan, toymaker, but not
the businessman.”
He said that bad programs are
now being turned out because it is
cheaper to get more core than to
Management Adviser

keep a programer working on soft
ware design. Consequently, more
core is prescribed, despite the fact
it hurts processing time.
Software can be managed

"Software is estimable, cost-con
trollable, measurable, and, as a con
sequence, manageable,” Mr. Welke
maintains. How do you estimate a
software job? Mr. Welke suggests
that it be broken into its compo
nents, i.e., smaller problems. He
summarized software development
in eight steps: 1—system definition,
2—system documentation, 3—pro
graming, 4—debugging, 5—program
documentation, 6—installation and
training, 7—support (which is an
on-going procedure that must be
allowed for), and 8—enhancement.
Each of these steps should be esti
mated and the unit of measure can
be time, people, cost, or whatever
the user finds most convenient.
Mr. Welke pointed out that the
New York Stock Exchange was
able to get a big systems job done
right on schedule—two years time—
by knowing the productivity of its
people, making them fill out job
cards every day, and breaking the
problem down into its elements.
As for unhappy programers, Mr.
Welke said, “The labor market is
on your side at this point,” so if
your programers threaten to walk
out, “let them.”
The speaker suggested that ac
countants may have a special re
sponsibility in software evaluation.
“Is software tangible or taxable?
If it is intangible then is it an as
set? Or is it something funny like
‘goodwill,’ i.e., a mistake?”
“Are we ever going to see the
day when an auditor is going to be
held accountable for nondisclosure
of a client’s bad programing deci
sion?” Mr. Welke felt someone
should be held accountable for a
$62 million write-down that Com
puter Sciences Corporation took
last year.
The software specialist warned
the accountants that software is be
coming more and more complex:
today’s accounts receivable system
will only be a subsystem tomorrow.
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Mr. Welke urged the users to come
to a business understanding with
the software community soon.
CPA firms are being called on to
give advice on hardware as well
as software. In a panel discussion,
“What Do You Do When Your
Small Client Gets a Small Com
puter?,” moderator Douglas R. Car
michael, AICPA, and three other
CPAs discussed some common
small client situations.
Robert E. Ivey, of Windes, Mc
Claughry & Co., Long Reach,
Calif., said that his firm hopes its
relationship with its clients is such
that the clients will consult the firm
before acquiring a computer. “We
believe that early involvement has
significant advantages,” Mr. Ivey
said. Early involvement allows the
firm to be in on the creative plan
ning steps of the system and af
fords definite cost trade-offs in
guarding against inadequate client
planning and control.
During the client’s computer se
lection period, the CPA firm inves
tigates such questions as: What are
the client’s goals? What are his
business forecasts? Does the equip
ment have upward compatibility?
What language will be used?
Should the equipment be leased or
bought?
The CPA firm’s experience can
also assist the smaller client in or
ganizational planning for its new
computer venture. Some of the
areas in which the firm can be of
help are: designing the organiza
tional chart for the client’s com
puter department, making sure
authority and responsibility go
handrin-hand; offering advice on
training and staffing, pointing out
where the client can upgrade his
own staff and where outside exper
tise is called for; internal control;
scheduling techniques, planning for
the computer’s arrival and setting
up a realistic schedule; checking
security; establishing documenta
tion standards and techniques; pro
viding for program and job control;
designating which files should be
retained; and considering such mat
ters as what should be put on the
computer first and what is the

value of the information in a given
report.
Mr. Ivey was asked how his firm
bills for its computer-related serv
ices. He said in the initial phase
the firm is selling management ad
visory services and so it would bill
that way at the “front end” of the
job. Later on, when the firm would
be called in for a regular audit, the
MAS technical people would be
used as a support function and the
client would be billed for an audit.
Clients and minicomputers

Terry Kimes, of Mize, Houser,
Mehlinger & Kimes, Topeka, Kan.,
then discussed how to handle the
small client’s problems after it has
a computer. The first thing the
CPA must do is determine his pro
ficiency as an auditor in dealing
with a computer installation. Then
he must get involved with an in
ternal control questionnaire. The
questionnaire tries to achieve three
things: uncover weaknesses in in
ternal control; pinpoint manage
ment letter items that would not
usually appear in the audit report;
and suggest ways in which the
computer can be used in the audit
itself. Mr. Kimes used the internal
control questionnaire in Gordon B.
Davis’ Auditing & EDP (published
by the AICPA in 1968) as an ex
ample of a good questionnaire for
this purpose.
He then cited an incident that
his firm was involved in three years
ago. A small manufacturing com
pany obtained an IBM System/360
Model 20 that it used primarily for
inventory. When the firm’s audit
partner asked for the inventory re
port it was not ready on time. After
a number of delays, the report was
presented to the partner with the
comment, “It has to be right; the
computer did it.” According to the
data processing run the manufac
turing company had an inventory
of $19 million; unfortunately, the
auditors found the actual inventory
to be about $2 million. The CPA
firm’s personnel were able to cap
ture the client’s data and run it on
the firm’s in-house computer. They
did some new programing, built in
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some parameter checks, and found
the reason for the error was that
the pricing cards had been filled
out incorrectly so that they were
off by a decimal point. Mr. Kimes
said that this was a case where
early CPA involvement could have
saved the client “some headaches
and some money.”
The client’s acquisition of a com
puter makes it necessary to tailor
the audit to accommodate the
changes brought on by the new
device. “In many cases, because of
the vast amount of data generated
by the computer, it becomes un
economical to conduct the exam
ination other than by using the
computer itself,” said panelist Leon
ard Prose, of Main Lafrentz & Co.,
New York.
“In areas of internal control the
small computer and the mini-client
presents the auditor with a maxi
problem,” Mr. Prose observed.
“Most, if not all, business records
are processed by the computer
with a great deal of important data
retained in electronic form because
of the relatively slow printing
speeds of the small type of com
puter.” In addition, in many small
operations the computer is pro
gramed and operated by the same
person. “Input controls are acces
sible to the programer-operator,”
and, therefore, Mr. Prose said, it
does not take much imagination to
realize, “the scope of the audit
must be extended significantly be
fore the auditor can satisfy himself
of the authenticity and accuracy
of the data produced by the instal
lation.”
Mr. Prose then cited the hypo
thetical case of a wholesale dis
tribution business, with annual
sales of $7-10 million. The com
pany has an IBM System/3 Model
6, i.e., a small computer, and has
an office staff of four. One indi
vidual does all the computer pro
graming and operating for the
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company and there is a keypunch
operator. “In such a close knit
operation there is practically no
internal control,” Mr. Prose said.
“With a little collusion the whole
thing breaks down.”
The auditor of this hypothetical
engagement drew flow charts of
the client’s EDP operation to iden
tify problem areas and the files he
required for his audit. The ac
countant then programed the com
puter to verify the following data:
Inventory was reduced for all items
sold to arrive at the book inven
tory; Inventory was increased for
all items purchased to arrive at
book inventory; The book inven
tory was compared to physical and
physical was computed and evalu
ated; All sales are represented
either by cash collected or open
accounts receivable; All cash col
lections were deposited and cred
ited to accounts receivable. With
the verification of this data the ac
countant was able to certify the
audit.
In concluding the panel session,
Mr. Carmichael pointed out that
throughout the discussion and
questions no one had mentioned
the once popular phrase “auditing
around the computer.” He said,
“The computer can never be ig
nored. The auditor needs to con
sider the internal control system
and for the very critical question of
what form the data are in, what
files exist, before he can even be
gin to do an audit.”
This idea has been gaining ac
ceptance in accounting circles for
over 20 years, as pointed out by
AICPA President Walter Oliphant.
Addressing a conference luncheon,
President Oliphant said that his
firm, Arthur Andersen & Co., be
gan its computer involvement in
1951 when it saw its clients were
starting to look at the impact of
the computer upon their businesses.
At that time, the firm selected

seven audit seniors to study with
computer experts. The firm’s rea
sons then were the same two rea
sons that firms are now using for
computer involvement, the AICPA
president noted: “The need to pre
pare ourselves so that we could
assist our clients in the develop
ment and implementation of pro
cedures and to make sure they
would work from an accounting,
control, and reporting point of
view. And the need to learn how
to go about auditing the informa
tion which would be produced
through those mysterious black
boxes.”
The opportunities to use this
computer knowledge have in
creased substantially over the years,
he observed. He also commented
that there are many other types
of management advisory services
which now represent areas in which
the accountant can make his pres
ence felt.
“There are those who say that
by being this close to our clients
we are not as independent as we
should be,” President Oliphant
said. “I am pleased that this opin
ion is not universally held by many
. . . The basic question of our
involvement in some phases of
MAS, such as computers, is no ques
tion at all. Our involvement calls
for the highest degree of profes
sional skill we can bring to our
work.” The AICPA president noted
that while CPAs have come a long
way from where they were in rela
tionship to the computer 15 years
ago, they are still on the thresh
old of a wide-open frontier with
great opportunities.
The 275 conference attendees
then divided into 20 roundtable
groups discussing such topics as
minicomputers, MIS, practice man
agement, and audit software. Some
of the roundtable leaders had or
ganized outlines that they followed,
but most of the tables just got
Management Adviser

down to practitioner-to-practitioner
straight talk. For instance, at one
table discussing minicomputers, the
comparative value of different man
ufacturers’ equipment was weighed
and the participants compared con
tract terms they had been offered.
At a table discussing service cen
ter operations, work shifts and
billing were talked about. Later
that evening there were informal
sessions for CPAs considering EDP
activities and also for those cur
rently involved in them.
“The trouble with this confer
ence is that there are just too many
sessions,” said one CPA as he eyed
the Dallas Marriott’s inviting pool.
This comment was made after six
parallel sessions were given three
times on the second morning of
the computer users’ conference. In
other words, if the attendee had a
split personality he might be able
to make it to all the sessions, other
wise he missed half. But there’s
always next year’s conference . . .
Minicomputers categorized

The first parallel session on mini
computers drew a standing room
only crowd. John R. Hillegass, vice
president of Datapro Research Cor
poration, Moorestown, N.J., defined
“minicomputers” for accountants’
and their clients’ purposes as “any
machine capable of handling typi
cal business applications and that
can be purchased for less than
$100,000 or rented for less than
$2,000 a month. Within this class
of computers there are three dis
tinct categories of equipment: small
accounting computers, small file
processing computers, and small
control computers. He proceeded
to give some of the characteristics
of each.
The small accounting computer
has limited computing power and
a keyboard input, which means
processing speed is largely deter
mined by the keyboard operator’s
speed, Mr. Hillegass explained.
The most common application for
these machines is billing. Com
puters in this category include the
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Burroughs E and L series, NCR
395 and 400, IBM 6400 series, and
others by Litton, Singer, and Vic
tor. These machines are easy to
use, comparatively inexpensive,
simple to program, and have avail
able ready-made programs and
technical support. However, the
small accounting computers are
also characterized by limited capa
bilities, low speed, and limited
compatibility.
The small file processing com
puters offer input in the form of
punch cards, magnetic tape, or
disc pack. The IBM System/3
Model 10 is the “runaway best
seller” in this category, but others
available are the Honeywell 105,
NCR Century 50, and the UNI
VAC 9200. These machines operate
at comparatively high speeds, have
large storage capacities, are up
ward compatible, offer ready-made
programs, and have technical sup
port available. However, they are
relatively costly, and programing
is complex, Mr. Hillegass cau
tioned.
The small control computers,
which are what are technically
called “minicomputers,” have short
word lengths (8, 12, or 16 bytes),
are fast, small, lack software aids,
offer limited storage, and have a
purchase price of $3-20,000. With
these machines software costs com
monly exceed those of hardware.
Digital Equipment Corporation
holds about 35 per cent of the mar
ket with its PDP-8 and PDP-11,
Mr. Hillegass stated. Other avail
able processors in this category
are the Honeywell 316, Varian 620,
Data General Nova, and HewlettPackard 2100A. This category of
machines is used in industrial con
trol, research, communications, and
education. They are used where
compact,
low-cost,
computing
power is needed. On the pro side,
these machines are “tops in per
formance per dollar”; their soft
ware is improving steadily; and
they offer a wide choice of peri
pheral equipment and software.
However, Mr. Hillegass pointed
out, the small control computers
have limited technical support,

complex programing, little avail
able business software, and limited
compatibility.
After Mr. Hillegass’ description
of available equipment, panelist
Martin Barber, of Wiss & Com
pany, East Orange, N.J., cautioned
the conference attendees that in
the case of minicomputers caveat
emptor is the name of the game.
“The company representatives tell
you the maximum the machine can
do,” he said.
Mr. Barber advised the other ac
countants that they should be sure
to have a nearby service repair
center for their minis. In one case
where a client of his could not get
satisfaction in service and pro
graming for his machine, he found
that “not paying was a very power
ful weapon.”
“The CPA should tell his client
exactly what he is going into. He
should tell his client what he
should expect to spend for the kind
of machine he wants and what can
be reasonably expected,” Mr. Bar
ber said.
Moderator Jerome Farmer, J. K.
Lasser & Company, New York,
commented that with minicomput
ers, as with other things, “Ulti
mately it’s a trade-off between what
you want to spend and what you
are going to get.”
Another session addressed the
problem of data and physical se
curity. Elliott Greene, of S. D. Lei
desdorf & Co., New York, explained
how his firm has reviewed and im
plemented its own security system.
The firm developed a security ques
tionnaire independent of the com
puter department, reviewing the
department’s internal control as it
would an audit client’s. The ques
tionnaire covered, Mr. Greene said,
“environment, software and files,
disaster recovery, and relationships
with other departments.”
He explained that the Leidesdorf
computer is located on a floor that
is not accessible from the main ele
vator. The entrance to the computer
room is locked and there is always
someone in attendance there. To get
into the computer room a signed
pass and a telephone call in ad47
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vance of arrival (i.e., “Mr. Nichols
is coming up.”) are necessary. The
firm’s computer back-up files are
kept in a former bank vault leased
by the firm.
The Leidesdorf security ques
tionnaire went into extreme detail.
In reviewing the controls on and
the existence of software protection,
the firm made sure it had proced
ural documentation, that its files
were rotated, that files that were
supposed to be on the computer
at a particular time were actually
there, and that the external and
internal file labels were correct.
Leidesdorf worked out a disaster
recovery plan that covered hard
ware, personnel, and priority plan
ning. Personnel were given key
telephone numbers to call in case
of an emergency. In the event of
a public transportation strike the
firm will house the computer de
partment staff in New York City.
The computer staff was also told
who will take over whose duties
in case someone is out. The staff
was instructed on which jobs
should be done first when operat
ing on an emergency schedule.
When an insurance company in
vestigator came to the firm’s instal
lation he looked for physical secur
ity measures more than anything
else, because the computer instal
lation is in a fireproof building. He
checked for locks on doors, limited
access to the installation, and cov
ers on waste cans, among other
things.
After completing its security
questionnaire, Leidesdorf decided
how much it wanted to pay for
protection and examined the alter
natives. Some of the questions the
firm now uses in its client’s EDP
control questionnaire came from
this in-house security check.
“I felt really confident in our
computing setup prior to this in
ternal review,” Mr. Greene said.
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“However, during our review I be
gan to sense that confidence is the
feeling that you have before you
really understand a problem.”
Unanticipated problems

“It is not at all clear to me that
there is anything that can be pro
tected,” said Pat Hagerty, assistant
professor of computer science at
the University of Maryland’s Com
puter Science Center. He men
tioned that the Center suffered
several years ago when the area in
which its tape library was kept
was cleaned by floor waxers. The
waxers have large motors that gen
erate a magnetic field and conse
quently the tapes were erased.
As computers get bigger and
machines are shared with outside
users, more security problems arise,
Dr. Hagerty said. He suggested as
some safeguards to protect data
from intentional errors in programs:
Have a programer you trust gen
erating your original tapes; Prefer
ably this programer should be on
your staff and your systems should
be maintained by your own staff.
Do as much as you can to change
the computer keywords designated
by the manufacturer, to prevent
outsiders who are familiar with the
manufacturer’s equipment from get
ting access to your system. Hire
someone to try to break your se
curity system.
Dr. Hagerty cautioned users of
time-sharing networks that many
of these networks have engineers as
their major customers and thus
they often do not worry about the
security requirements of business
information.
While time sharing may some
times present security risks, it also
offers some advantages for tax
practice.
At a session on time sharing and
tax practice, Paul Woodfin, Price
Waterhouse & Co., mentioned four

advantages of time sharing for tax
practitioners: 1—Low cost in rela
tion to other forms of computer
usage, reflected in minimal equip
ment requirements, absence of
long-term commitments for time
sharing subscriptions and terminal
rentals, and cost directly related
to usage which can be identified
with specific clients or projects;
2—Ease of operation for non-EDP
oriented tax practitioners after brief
orientation and instructions; 3—
Conversational nature of time shar
ing, providing for an interactive
relationship between the user and
the computer, thus avoiding the
necessity for any intermediate func
tion such as keypunching or input
forms; and 4—Availability of
BASIC, a simple programing lan
guage consisting of programing
statements with inherent English
connotations, that can be easily
learned and usefully applied by
practitioners with no previous ex
perience in programing.
Although there are many gen
eral purpose business and finance
programs maintained by the time
sharing companies and available to
all of their subscribers; there are
almost no generally available pro
grams dealing with tax matters,
probably because of the relative
complexity of taxation and the
rapid changes resulting from a
steady flow of legislation, litigation,
and administrative interpretation,
he said. This condition emphasizes
the need for the tax practitioner,
with his specialized knowledge, to
become more directly involved in
program development and main
tenance in order to obtain the max
imum benefit from computer usage.
This might be done individually,
or through groups of interested
practitioners, or through the pro
fessional societies, Mr. Woodfin
observed.
Mr. Woodfin said that the tax
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practitioner may advantageously
use time sharing to determine the
appropriate method of reporting
consummated transactions, evalu
ate the cumulative effect of pro
posed IRS settlements of disputed
issues, measure the amount of the
exposure to potential deficiencies
resulting from adverse decisions on
matters of interpretation, compu
terize the data handling and infor
mation retrieval requirements asso
ciated with the administration of
a tax practice, prepare tax returns,
and make precise calculations of
the effects of alternative treatments
of discretionary transactions in an
income and estate tax planning en
vironment.
The Conference’s other parallel
sessions covered software docu
mentation, computer insurance, and
management information systems.
Dangers ahead

For hours the conference attend
ees had been hearing about how
computers could be used to help
them; then, at Wednesday’s lunch
eon, they were told how computers
are being used to replace them.
Marvin L. Stone, Stone, Gray and
Company, Denver, Colo., chairman
of the AICPA committee on the
nature of accounting services and a
past president of the Institute, was
the one to hurl the firecracker.
Banks, finance companies, chain re
tailers, insurance companies, tax
preparers, and many others are
now offering most of the services
traditionally offered by CPAs, and
computers are helping them do it.
“Acceleration of computeriza
tion,” Mr. Stone said, “will un
doubtedly increase the prolifera
tion of competitive services sub
stantially and rapidly. When I say
rapidly I don’t mean 10, 15, or 20
years from now. I believe we will
see a very material impact within
the next three to five years. Com
puter programs are disseminated
widely by their developers. Even
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small banks in the hinterland can
offer sophisticated packages with
little effort or investment. Conse
quently, every part of the country
is sure to be affected.”
“Centralization and computeriza
tion of the data processing func
tion will undoubtedly diminish the
demand for independent verifica
tion. Computer programs will incor
porate self-policing devices which
will reduce the need for audits
after-the-fact.”
Mr. Stone’s committee has been
interviewing people outside the
accounting profession. Reviewing
the committee’s findings, Mr. Stone
concludes, “CPAs will be faced
with a great deal of new competi
tion. These competitors will be
unhindered by ethical restraints
against solicitation, advertising,
competitive bidding, organizational
structure, and non-professional as
sociates. Some competitors, notably
banks, will have a competitive
edge because they offer a service
package which includes loans, rec
ordkeeping, consulting services,
and, perhaps, tax services as well.”
The AICPA has traditionally
concerned itself almost entirely
with the professional aspects of the
CPA’s practice; if the Institute is to
remain a viable organization it
must reorganize to take cognizance
of the business aspects of the CPA’s
practice, Mr. Stone urged.
“Thoughts on how the account
ing profession might accommodate
to this new environment fall into
four broad categories: 1—Diminish
competition by legislation, Govern
ment regulation, or persuasion; 2—
Revise ethical codes which limit a
CPA’s capacity to compete with
non-CPAs; 3—Recognize and en
courage the trend toward speciali
zation in the accounting profession;
4—Use professional organizations
to improve the CPA's ability to
serve clients by providing new
services that few, if any, firms
could provide for themselves.”

After detailing each of these
areas, Mr. Stone said, “I have no
doubts that CPAs are sufficiently
resilient to accommodate to the
changing environment. However,
the future is approaching at such
a rapid rate that we must act with
greater than normal speed. Other
wise, our committee’s first and last
report might appropriately be
titled The CPA Looks Back at the
Future.”
Mr. Stone’s talk was followed by
supplier presentations which in
cluded representatives from manu
facturers of software and hardware,
and producers of EDP-related ref
erence books and films. The pres
entations were well attended.
Initiating audit staff

The next morning, Conference
Chairman Richard W. Cutting, of
Main Lafrentz & Co., said, “We
here are people in the CPA pro
fession that are believers. It is our
partners and our staff that need
some guidance and a little advice,”
he told the computer-enlightened
audience. Mr. Cutting then intro
duced Michael Moore, Arthur
Young & Company, who discussed
some ways of getting other CPAs
within a firm “enlightened,” i.e.,
“What to Tell Your Partner About
EDP.”
Mr. Moore said he felt the best
approach is to build a bridge from
what the accountant unfamiliar
with EDP does know, i.e., account
ing and auditing services.
The unenlightened partner’s “first
consideration must be to preserve
professional standards. That’s the
reason for computer auditing. If
we do this successfully in coming
years then we can maintain our
position as auditors of our clients.”
Mr. Moore said. He illustrated the
impact of the computer on the pro
fession’s generally accepted audit
ing standards:
To further convince the dubi
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ous partner, he should be assured
that “computer auditing isn’t all
that bad. In fact, it’s stimulating
and challenging and will reduce
the manual drudgery for our staff,
upgrading our professional audit
people out of the pencil and paper
era.
Improved client relations

“In the long run, computer audit
ing will improve our relations with
clients, who are beginning to resist
our requests for lengthy printouts
when they know there are more
efficient ways of auditing. Don’t
forget to tell your partner about
his public image, which I think will
be enhanced by demonstrating he
is up-to-date in his auditing tech
niques. One of his publics is the
college graduates whom he hopes
to recruit, and I think the really
smart kids today aren’t going to go
with firms that they think aren’t
using the new techniques. Another
is potential clients who might buy
his consulting services regarding
the computer if he shows some
talent in that area in his audit,”
counseled Mr. Moore.
However, Mr. Moore cautioned
the accountants not to promise their
partners that using the computer
will save them money. “He’ll make
a lot of mistakes until he learns to
use the computer effectively. But
when he gets ready, he’s going to
get a tremendous increase in his
audit efficiency; he’s going to take
advantage of the power of his com
puter to get more auditing infor
mation for each dollar he spends.”
In concluding, Mr. Moore said,
“The computer is upon us: we have
to live with it; we have to control
it; we have to use it to our advan
tage. Things move fast in the DP
area and what’s new today is rou
tine tomorrow and obsolete not
very long after that. If we get left
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behind, no one is going to wait for
US.
The Internal Revenue Service is
not being left behind. It has devel
oped a ruling for computerized tax
records that are to come under its
scrutiny. In January, 1971, the IRS
issued Revenue Ruling 71-20. Mar
tin Roberts, professor of accounting
at Georgia State University, ex
plained, “The ruling, in effect, says
that all machine-sensible records
containing accounting data are tax
records. But the ruling goes on to
say if you have any questions with
regard to your compliance under
this ruling contact your district
director.”
Guidelines have been issued with
in the IRS that provide for a tax
payer computer record evaluation,
in the course of which an IRS agent
identifies for the taxpayer which
specific computer records are to be
kept for tax purposes. The district
director then issues a written agree
ment between the taxpayer and the
IRS stating which records are to
be kept and for how long. The
guidelines further state that the
agent is to request only those rec
ords be kept that will be required
to accomplish his audit objectives,
Professor Roberts explained.
Three IRS agents then put on a
skit to simulate a typical record
evaluation.
It all seemed very simple until
Arnold Schneidman, of Seymour
Schneidman & Associates, New
York, took the podium. “My big
concern,” Mr. Schneidman said, “is
that Revenue Ruling 71-20 is so
broad and says so little and that it
remains in the hands of the Gov
ernment to change the rules of the
game at any time.”
Mr. Schneidman contends that
71-20 is not just a matter of record
retention, but restricts the way in
which a taxpayer can design his

computer systems. Some of the
danger lies in Revenue Procedure
64-12 which is being used in com
bination with 71-20. Mr. Schneid
man explained that 64-12 “talks
about the general ledgers, the de
tail coming from the source data,
hard copy, and audit trail (and my
interpretation of that is the old
classical ‘audit trail’). How do we
really define hard copy? And can
we dissociate hard copy from the
audit trail? If the answers to these
are traditional, then I say we’re
guilty of practicing and applying
1930 thinking to 1970 technology.
And the question I raise is: Are the
systems to be designed by our
clients to be designed for the in
ternal, external, and the Govern
ment auditors, or are they to be
designed for our clients?
“The auditor, whether he be in
ternal, external, or Government
agency, is really faced with an op
portunity of revising and devising
new auditing methods, procedures,
and techniques which will permit
him to fulfill his objectives and si
multaneously allow business to fill
its needs efficiently and economic
ally,” Mr. Schneidman said.
“What about the new things that
may be coming down the road for
storage—magnetic bubbles, laser
beams, COM, halographics? Are
the machine companies to stop
new technology because the IRS
says you must have an audit trial?”
Although Mr. Schneidman said
he was sympathetic to the IRS’s
problem, he said, “I have to quarrel
with this very broad ruling that
gives us no room to move and the
Government lots of room to move.”
The two and a half day confer
ence concluded with a luncheon.
The Ninth Annual AICPA Con
ference on Computers and Infor
mation Systems will be held May
21-23, 1973, in the Waldorf-Astoria
Hotel in New York.
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Wage and price controls are not likely to go away, this
writer feels. Rather, controls are likely to be extended to
new areas. And it is the accountant, it is argued, who
must evaluate each new control, its value, and efficiency—

THE ACCOUNTANT’S ROLE IN A
CONTROLLED SOCIETY
by Rudolph L. Leone

Laventhol Krekstein Horwath & Horwath

controls are
policy and monetary policy to cope
likely not only to remain with
effectively with inflation, a failure
us, but also to be extended to newthat is not to be attributed to one
side or the other of an economic
areas. We now have price and
debate, but rather to current eco
wage controls in peacetime. We
nomic theory in general.
are likely to see ecological controls
There are many factors contrib
before long.
uting to the failure of macroeco
To those who would like to
nomics: doubtful quantification of
think of controls as a temporary
phenomenon soon to disappear, it
qualitative data; defective meas
must be disconcerting to note that
urement of legitimately quantified
data; delays in gathering data for
they have been introduced by a
conservative administration about
use in making decisions; difficul
ties in analyzing complex inter
to seek reelection and not in need
of problems (if any administration
relationships; uncertainty in inter
ever is). Nor is reassurance to be
preting variations that are small
in relation to total figures; and in
found in the failure of both fiscal
overnmental

G
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sufficient understanding of psycho
logical responses to policies and
conditions. With so much uncer
tainty impeding efforts to give di
rection to the economy through
policies that are thought to guide
the decisions of the individual en
terprise through the operation of
economic laws, governmental ac
tion has fallen back on policies
that affect the individual enterprise
directly. Instead of combating in
flation primarily by making money
tight, we control prices and wages.
Direct control over incomes may
be necessary for another reason:
namely, the powerful influence on
51

inflation of issues related to dis
tribution of income. Growing de
mands for service and facilities in
the fields of health and education
would, if met, channel more funds
in those directions. The emerging
ascendancy of service industries
over manufacturing tends to chan
nel demand more and more toward
a sector of the economy where
productivity gains are slow in com
ing. Nevertheless, wage-earning
groups demand ever larger shares
of the total pie, until the increases
we manage to achieve in produc
tivity cannot keep up with all that
has been given away—in some in
dustries, at least. Thus are the
fires of inflation fed.
In the near future, we can fore
see mounting pressures for redis
tribution of income from other
quarters. Ethnic groups and the
women’s liberation movement are
making demands that cannot long
be ignored. In a fair assessment,
some of the changes sought may
be non-inflationary. For instance,
when qualified people move up
ward into jobs that make better
use of their abilities, their higher
pay is justified by increased pro
ductivity. At the same time, it must
be conceded that some inflationary
changes are morally irresistible.
For example, equal pay for equal
work, where such equality has not
existed up till now.
All in all, it is not easy to be
sanguine about the prospects for
early removal of wage and price
controls. Nor can we avoid recog
nizing the cogent reasons for ex
pecting a new set of controls to
contend with our ecological prob
lems of pollution, overconsumption
of scarce materials, and unbal-
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ancing of the processes of nature.
Suggestions for cleaning up our
environment are essentially exten
sions of accounting practice in
charging clean-up costs to the
products that create the mess. In
moving from factory cost account
ing to intercompany charges and
credits, we enter familiar govern
ment grounds of taxes and sub
sidies as the means for transferring
funds. The snag is likely to develop
in defining and measuring pollu
tion with fairness to all parties.
Likewise with other ecological
programs. Conservation of mate
rials will require definition, meas
urement, and reporting of inven
tories on a national scale. And
preservation of the balance of na
ture requires much definition be
fore any sort of meaningful report
ing can be contemplated. Never
theless, the inevitability of con
trols can hardly be doubted.
Consider the alternatives. Un
bridled selfishness is intolerable;
and voluntary restraint has its limi
tations. First, those who refuse to
go along enjoy economic advan
tages over the conscientious ones.
Second, laissez-faire traditions of
ten produce a backlash of sym
pathy for “individualists” who chal
lenge the rules. (Even in sports,
the “dirty player” is likely to ac
quire a following all his own.)
Third, group self-sacrifice leads to
feelings of being put-upon, and
finally to frustration, which is poli
tical dynamite; it creates a climate
in which demagoguery can flourish.
Fourth, a program of voluntary re
straint requiring full public sup
port can only survive while a recog
nizable national emergency exists.
Perhaps the best we can hope
for is a system for limiting controls
to those industries where they are
demonstrably necessary. To begin
with, there are the industries where
consumers have lost their tradi
tional market influence over prices.
While this list includes some of our
most important and influential in
dustries, it would still leave a siz
able number of industries to oper
ate in a free market. The advan
tages are obvious: the control

mechanism is less likely to become
overloaded; political considerations
and unrealistic pricing would not
invade the uncontrolled area of the
economy; and evasions of law
would be averted.
This brief survey of the outlook
for controls suggests a role for
accountants in defining and meas
uring the things to be controlled;
in designing and installing systems
for reporting activities; in provid
ing feedback information for com
pliance; and in recommending ex
tension or relaxation of specific
controls in certain areas. Chances
are that some of these functions
will be thrust upon accountants
willy-nilly. It behooves us to be
prepared to meet these challenges.
To stop there, however, would
be to shirk responsibility that
ought to be recognized as truly
belonging to accountants by virtue
of training, experience, and apti
tudes. Moreover, accountants tra
ditionally maintain an attitude of
detachment while enjoying oppor
tunities for familiarization with the
operations of the individual enter
prise. The proper course for ac
countants is manifestly to place
these assets at the disposal of both
business and government.
Input/output analysis is guide

As advisers to business, account
ants might begin by developing
a body of expertise in interpreting
official policies and assessing their
impact. Input/output analysis pro
vides a benchmark of interindustry
transactions from which to con
struct pro forma input/output esti
mates that contemplate shifts in
consumption, production, and use
of materials. The problem with
input/output analysis is that it
cannot by itself accommodate such
changing relationships as are
brought about by substitutions of
synthetics for commodities, or by
price changes, or by economics of
scale (as demand grows). But an
input/output chart can offer a use
ful, if imprecise, picture of the en
tire economy, illustrating relation
ships between industries. This picManagement Adviser

. . . accountants might begin by accumulating data on how individual enterprises react . . .

ture can serve as a starting point
from which modifications can be
estimated.
As advisers to government, ac
countants might begin by accum
ulating data that will permit more
accurate evaluations of how indi
vidual enterprises react to various
policy changes, and to predictions
of change. The failure of macroeconomic policy is attributable in
part to a paucity of information on
the precise impact of specific poli
cies on specific industries and en
terprises, and on the way that
managements adjust to the situa
tions they find themselves in. A
great deal of imaginative thinking
will be required to fill this infor
mation gap. Accountants ought to
do more to join in the effort to
find solutions.
One direction that we might
take is to extend industry’s exper
tise in the field of budgeting to a
reporting structure that would par
allel the reporting of actual finan
cial data, in the hope of overcom
ing problems associated with time
lags between the occurrence of
significant events and the aware
ness of them. Each company’s bud
get reflects its management’s cur
rent expectations as to volume of
activity, material consumption,
labor requirements, expenditures,
and earnings. There may be biases,
to be sure, very likely on the op
timistic side. But analysis and in
terpretation may be able to eval
uate these biases in time. Aggre
gates of budget data from many
sources may then prove to be
highly reliable, as random errors
cancel out and adjustments are
made for observed tendencies to
ward over- or understatement.
Such budget aggregates would be
quite useful in analyzing changes
in plans and expectations. Com
parisons of projected figures with
actual data of past periods might
help to reveal trends before they
fully develop. Revisions of budgets,
September-October, 1972

reported monthly or quarterly,
would indicate changes in opinions
and outlook, supported by recent
occurrences. And variance reports
of actual versus budget would pro
vide feedback for evaluation of
earlier conclusions, and of the pro
cess of budget aggregation itself.
Not only would budget aggregation
improve the timeliness of available
data tremendously, but it would
also emphasize change and rate of
change. The impact on the whole
structure of decision making by
government and industry could be
considerable.
Incidental to this discussion, per
haps we should note that the time
may not be far off when independ
ent accountants will be asked to
certify to the reasonableness of
budgets or the soundness of the
methods by which they are pro
duced. Investors prefer to look
ahead and to evaluate a company’s
prospects from forecasts that relate
to economic trends, rather than
rely exclusively on historical pat
terns and the hope that they will
continue. Increased utilization of
budgets to satisfy the wants and
needs of investors would fit very
well with the use of budget aggre
gates in establishing economic pol
icy, as advocated in this article.
In addition to collecting and
aggregating budget data, we can
improve the timeliness of reporting
by gathering information on pur
chase contracts and agreements. A
company’s total position in a com
modity, for example, includes its
open contracts as well as its inven
tories. And its total position may
indicate something of the manage
ment’s views on the trends of prices
and business volume.
Inventory data might be im
proved also by aggregating figures
that indicate substitutions of one
material for another. Also, shifts in
quality and price are of interest.
And analytical methods should be
employed to study the implications

of changes in the aggregates for
these characteristics. Improved clas
sification of inventories might offer
useful clues to trends of ecological
importance. There are opportunities
for gaining insight into the work
ings of the economy through ex
panded reporting and interpreta
tion of inventory data. Accountants
ought to concern themselves with
this area more than they do.
Improving productivity

Another field of considerable im
portance is productivity: its meas
urement and improvement, as well
as the manner in which the bene
fits of improved productivity should
be distributed. And if distribution
problems are deemed to be the
special province of economists,
then perhaps what I am suggesting
is that accountants are economists,
a fact that few people doubt, but
not many accountants live up to,
in terms of meeting the responsi
bilities implied.
The measurement of productiv
ity raises difficult problems of
valuation. Perhaps they can never
be resolved to everyone’s satisfac
tion. Nevertheless, we have a few
things going for us as accountants
in this area. In cost accounting, in
financial statement presentation,
and particularly in reporting inven
tories, we have been coping with
many facets of evaluation for a
long time, exploring possibilities
and weighing alternatives to meet
various purposes and needs. We
have also learned to be objective
in our approach; and we have de
veloped and emphasized concepts
of fairness, largely for our own
guidance. In taking on the chal
lenge of measuring productivity,
we can justifiably show confidence
in our methods.
Improvement of productivity is
one of the purposes of those among
us who specialize in management
advisory services, systems analysis,
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Should each industry keep

its own productivity

gains intact, or should all
industry and the entire
work force share in

productivity gains generally?
As a corollary question,

and one of great significance,
should the service

industries stay permanently

behind in raising wages?
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and information systems. Some seek
to improve systems and procedures
directly to accomplish more work
at less cost; while others provide
operations managers with informa
tion for planning and control.
Either way, accountants have long
accepted responsibility for encour
aging productivity. Techniques for
allocating resources so as to maxi
mize profits may also be considered
as methods for promoting the pro
ductivity of available resources.
Thus, capital budgeting and linear
programing may be counted among
the tools that accountants use to
increase productivity.
In the area of productivity, per
haps the trickiest questions of all
arise in connection with equitable
distribution of the gains from in
creased productivity. While bar
gaining power may always remain
the chief determinant of distribu
tion patterns, nevertheless, there is
a need for a reference point to be
established in each case with ob
jectivity, judgment, and fairness.
Accountants are particularly well
qualified to address themselves to
such problems. Since increased
productivity is widely considered
to be the key to containment of
inflation, every effort to encourage
productivity must be valuable. And
what better source of encourage
ment is there than equitable distri
bution of benefits derived?
However, equitable determina
tions are not at all obvious in many
cases. When higher productivity
comes from improved machinery,
those who operate the machines
may or may not need a higher level
of skill. How much of the gain
should be awarded to them? And
how much should go to the de
signers of the new machines, to
those who build them, and to those
who provide the capital for putting
them to use? For that matter, how
much of the gain should go to the
consumer? Similar, though not
identical, considerations apply when
higher productivity is achieved
through improved methods and in
novations.
Additionally, there is an even
more basic question: Should each

industry keep its own productivity
gains intact, or should all industry
and the entire work force share in
productivity gains generally? As a
corollary question, and one of
great significance, should the serv
ice industries stay permanently be
hind in raising wages? This ques
tion leads to another dilemma: If
the answer is yes, then how are
the service industries to be held
down; and, if the answer is no,
then how are they to be given a
fair share?
Perhaps we will do well to avoid
such questions as these as much
as possible by resorting to the mar
ket mechanism, negotiation, and
compromise. In any case, the ulti
mate solutions are likely to be
practical rather than theoretical.
Still, as we noted before, reference
points can be very useful; and if
these reference points need to re
flect considerations of a practical
nature, then accountants are even
better qualified to produce them,
by reason of the close association
of accountants with practical mat
ters in all their work.
Summary

There can be no doubt that our
national economic problems would
be more tractable if we had con
siderably more information of the
sort that arises with individual en
terprises. Both macroeconomic poli
cies, that influence the economic
climate for doing business, and
microeconomic policies, that affect
individual companies directly, can
be expected to pursue their pur
poses with greater assurance of
success if we define and measure
precisely the effects of government
actions on managerial decisions and
business transactions.
To further this end, accountants
should become involved in a con
certed effort to define, classify,
measure, and collect data on a
great many variables in the busi
ness world. In particular, accoun
tants might concern themselves with
aggregates of corporate budgets,
nationwide inventory analysis, and
studies of productivity.
Management Adviser
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The Peter Prescription: How to
Be Creative, Confident, and
Competent by Laurence J. Peter,

William Morrow and Company,
Inc., New York, 1972, 221 pages,
$5.95.
This sequel to Dr. Peters cele
brated The Peter Principle accen
tuates the positive. The result,
while less funny than the firstbook, may be equally useful.

Three years ago Dr. Laurence
J. Peter announced the Peter Prin

ciple: “In a Hierarchy Every Em
ployee Tends to Rise to His Level
of Incompetence” and used it to
explain how an “incompetence syn
drome has quietly burrowed its
way into our bureaucratic struc
tures and individual lives.”
In so doing, he says, he founded
“a new science, hierarchiology, the
study of hierarchies.” Hierarchiol
ogy can be briefly summarized as
follows:
“Each hierarchy consists of an
arrangement of ranks, grades, or
classes to which the individual
may be assigned. If he is compe
tent he may contribute to the posi
tive achievement of mankind. Pro
motion up the ladder may remove

him from this level of competence
and place him at his level of in
competence.
“For every job that exists in the
world there is someone, some
where, who cannot do it. Given
sufficient time and enough promo
tions, he will arrive eventually at
that job, and there he will remain,
habitually bungling the job, frus
trating his coworkers, and eroding
the efficiency of the organization...”
“Although all consistent achieve
ment is the product of those who
have not yet reached Final Place
ment, everyone is subject to the
influences of the Peter Principle. All
are latent promotees. As numbers
of individuals arrive at their levels
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of incompetence, deadwood ac
cumulates, inefficient bureaucracies
grow, quality deteriorates, medioc
rity triumphs, companies fall, civil
ization crumbles, and the promise
of man’s future is obscured.”
First book triggered second

This insight, comparable in sig
nificance to Parkinson’s Law, might
be considered by some enough for
a single scholar’s lifetime. How
ever, as Dr. Peter explains, “Fol
lowing the publication of The Peter
Principle, I received thousands of
letters from victims of the Peter
Principle requesting solutions to
personal problems ... All of the
requests fell into two general cate
gories : (1) What can I do to avoid
the Final Placement Syndrome?
(2) As a manager, how can I keep
my employees at their appropriate
competence level? This book, The
Peter Prescription, was written in
response to those questions.”
Dr. Peter’s response is to offer
66 formulas for improving the
quality of our lives, for making
things go right. All amplify the
basic Peter Prescription: “Forward
to a Better Life.”
“True progress,” says Dr. Peter,
“is achieved through moving for
ward—not through moving upward
to incompetence. The Peter Pre
scription will reveal that your path
to real success lies ahead and is
achieved through creating a better
life rather than climbing upward
to total life incompetence. The
Peter Prescription replaces mind
less escalation with life-quality im
provement.”
The book is divided into three
parts: Incompetence Treadmill,
which “will advance your knowl
edge of the evils wrought by the
Peter Principle and give you a
clear understanding of why most
conventional attempts at solutions
only serve to escalate the prob
lems”; Protect Your Competence,
designed to "show you how to be
creative, confident, and competent
in your own life”; and Manage for
Competence, intended to show you
“how to be successful in your deal
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ings with others and how to in
crease your efficiency and compe
tence as a manager.”
The first section is, of course, by
far the funniest since it is always
easier to be funny when being neg
ative. In it Dr. Peter covers some
fields that were neglected in his
first book, which dealt primarily
with incompetence in business and
government.
He takes swipes at:
Women’s Lib—“The formula is:
Women are smarter than men,
children are smarter than women,
animals are smarter than children.”
The Peter Principle, Dr. Peter
notes, does not deny man his right
to become incompetent. “It would
be equally unfair to deny women
their right to become victims of
the Peter Principle.”
Equal in incompetence

However, “The equalization of
opportunity for the sexes could re
sult in women becoming equally
incompetent to men ... If women
liberationists strive to become bank
presidents, chief executives of the
political-industrial complex, and
Navy admirals, Army generals, and
flight commanders, they will inevi
tably add to the total life incom
petence of civilized society. Should
the liberated woman seek equality
with the male incompetent incum
bents and join in a battle of the
sexes on the treadmill to oblivion,
or should she accept the Peter Pre
scription and assume leadership
in a movement toward a better
world?”
Management Consultants—". . .
although many business consultants
were competent, a substantial num
ber were victims of the Peter Prin
ciple. These experts had reached
their professional status through
escalation—the same route their
clients had utilized in achieving
the incompetence the experts were
supposed to cure . . . The indis
criminate escalation of the number
of consultants offers no assurance
of competence. The attempt to pro
duce competence through escala
tion of consultation holds no more

promise of success than does any
other form of escalation.”
Schools—"The establishment of
graduate schools of education and
escalation within the education
profession resulted in educationists
gaining control of the schools. Be
fore this happened, it was believed
that a teacher was someone who
could understand those not very
good at explaining and explain to
those not very good at understand
ing. Today the educationist is
someone who can take an easy
subject and make it difficult.
“When educationists gained dom
inance of the schools they con
vinced the teachers that their pro
motion policy was psychologically
unsound. The educationists fav
ored a plan called social promo
tion, in which the competent as
well as the incompetent were pro
moted. Standards declined. Re
medial reading courses became a
necessity in universities and ‘Bev
erly Hillbillies’ became a top-rated
television program.”
Computers—“The computer, like
the human employee, can be pro
moted from doing the kinds of
things it does well to performing
the kinds of tasks for which it is
unsuitable . . . Because the com
puter’s capability has far outstrip
ped our ability to use it wisely,
bureaucrats mindlessly make work
for it by designing elaborate forms
to collect vast amounts of irrelevant
information.”
And even R. Nixon (not a ficti
tious name), “the most carefully
packaged politician of all time.”
An old theme rephrased

The 66 Peter Principles, ranging
from “Revitalize your body” to
“Shape behavior by reinforcing
successive approximations toward
a desired objective,” are not funny,
nor are they really meant to be.
They were originally summarized
by Shakespeare, “To thine own self
be true.”
Dr. Peter, according to the dust
jacket of this book, says that his
“modest ambition is to save man
kind.” Perhaps he will.
Management Adviser

Reference Guide to Advanced
Management Methods by Forest
W. Horton, Jr., American Man
agement Association, New York,
1972, 333 pages, $17.50.

This mini-encyclopedia of man
agement techniques would be a
useful—though not an essentialaddition to the library of an ac
counting or consulting firm.
The aim of the author of this
book, he says in the preface, was
to produce a “general-purpose, com
prehensive, and simplified primer
of modern management technology
that could be used as a day-to-day
reference work by lower and mid
dle-level managers as well as by
management technicians.” The book
provides simple definitions for the
more common and representative
management concepts, techniques,
tools, and methods; “some clues to
the relevance and applicability” of
these tools to everyday manage
ment problems; and brief discus
sions of other dimensions, such as
the correlated use of related tools.
The terms covered range from
automation to voice-visual-graphic
systems. Some are drawn from spe
cific functional areas of manage
ment-integrated materials man
agement, inventory management,
standard costing and variance an
alysis, value analysis. Others are
more general—communications, cri
sis management, decision trees,
long-range planning. They are pre
sented in alphabetical order, ency
clopedia style.
Each is defined, discussed, and
illustrated by examples, occasion
ally with charts or other visuals.
The opinions of the leading writers
on the subject are summarized, and
guidelines for application of the
technique are suggested. Each en
try has its own little bibliography.
At the end of the book is a 15-page
glossary of terms.
This book is no substitute for
the full-size management encyclo
pedias now available—with their
hundreds of pages of contributions
by specialists. It is limited in its
coverage, both as to number of
September-October, 1972

topics and as to detail about them.
But, as a less ponderous desk-size
adjunct to them, it would be a
worthwhile addition to the library
of a consulting firm or business
organization.

The Working Woman: A Male
Manager’s View by Ray A. Kil
lian, American Management Asso
ciation, New York, 1972, 214 pages,

$14.50.

Women are in the work force to
stay, and men are going to have
to learn to put up with them. This
book attempts to tell them how to
go about it.
The author of this book, vice
president of personnel and public
relations in Belk Stores Services
Inc., represents an industry (retail
ing) in which most of the employ
ees and 50 per cent of the exec
utives are women. This undoubt
edly helps to account for his rel
atively enlightened approach to the
problems of working women.
In the opening chapters Mr. Kil
lian cites the economic and other
evidence suggesting that—barring a
major depression—women are and
will remain a significant part of the
work force. Despite his determina
tion, stated in the preface, to be
objective, “prejudiced neither for
nor against women,” this fact clear
ly does not upset Mr. Killian very
much.
Indeed, he says, women “are an
important but underutilized human
resource. They are capable of mak
ing an outstanding contribution to
the profit goals of a company or
the functional purposes of any
group. Women—properly employed,
trained, supervised, compensated,
promoted, and judged—represent
the best bargain available to the
company.”
However, he claims, women have
certain disadvantages from the
company’s point of view. “Many
women have different reasons for
working than men which can influ
ence quantitative performance and

length of time they stay on the job.
They are more family-oriented than
men and are, therefore, subject to
pressures and demands on their
time, their energy, and their com
mitments.” This disadvantage can,
however, be overcome by good
management, and the bulk of the
book is devoted to explaining how
this can be done.
In typical personnel style he or
ganizes his discussion according
to the subdivisions of the person
nel field: recruiting, employment,
placement, induction, training, de
velopment, etc. His main stress,
however, is on supervision.
Noting that many male supervis
ors find it difficult to discipline or
correct women because of the lat
ter’s alleged tendency to take ev
erything personally, Mr. Killian
devotes a chapter to this particular
problem. His solutions, however,
sound very much like the chapters
on correction and discipline in any
other personnel book. Indeed,
ninety-plus per cent of the author’s
advice on supervision of women
does not differ in any significant
respect from advice on supervision
in general. As Mr. Killian himself
puts it, “Women require the same
kind of supervision as men, only
more so.”
Two chapters are devoted to
women in management. Here, the
author concedes, the woman faces
handicaps, mostly in the way of
attitudes: “that men are preferred
to women as supervisors, tradi
tional attitudes of male superiority
and male dominance, and the reluc
tance of top management to pro
vide training and positions for
women.”
However, he points out, they also
have a few advantages, particularly
with the trend toward less authori
tarian and more participative super
vision: “a greater empathy and
human insight, sincere feeling for
the needs of people, and the mental
ability required for leadership,”
(including, in Mr. Killian’s view,
superior organizational ability).
“Effective leadership,” Mr. Kil
lian points out, “demands a disci
pline, commitment, and quantitative
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orientation. Many women excel in
these areas, but some are limited
by home circumstances, lack of ex
perience, or self-imposed restric
tions on their career aspirations.”
Although most of the blame for
women’s failure to penetrate high
er management rests on “men, com
panies, and traditions that have un
justifiably restricted the opportuni
ties of women,” women also can be
faulted for their lack of aspiration,
mutual jealousies, and failure of
determination.
Women, the author concludes,
“must seek employment and equal
opportunity in the business en
vironment as it exists today, not in
the hoped-for or perfect state that
hasn’t arrived. If they wait for the
red carpet to be rolled out, the
open arms, and the welcome mat,
they will have a long wait. They
must assume sufficient initiative for
being qualified, for seeking em
ployment, for asking for equal op
portunities regarding all conditions
of employment.”
This balanced, nonpropagandistic
analysis should do something to
balance the excesses of some of the
extremists on both sides of the
working woman hassle. Whether it
will do much to undermine in
grained male prejudices is another
question.

Planning and Control in Man
agement: The German RPS Sys
tem by Walter Schleip and
Ranier Schleip, Peter Peregrinus

Limited, P.O. Box 8, Southgate
House, Stevenage, Herts. SG1 1HQ
England, 1972, 80 pages, $2.25.

This little book outlines a Ger
man project control system which
is, its developers claim, more com
prehensive and easier to apply than
PERT or CPM.
In designing RPS (Regeltech
nische Planung und Steurung or
planning and control techniques
for management) the German
father-and-son consulting team of
Walter and Rainer Schleip were
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aiming at nothing less than a com
plete closed-loop management con
trol system that continually regu
lates itself. What they have come
up with is a PERT-like planning
tool that may indeed have some
advantages over traditional critical
path methods.

Developed on demand

In 1960 the authors’ consulting
firm had the job of developing a
process, for a company in a highly
competitive field, which satisfied
the following conditions:
It had to be a graphical process
through which an unlimited num
ber of procedures that influenced
each other could be easily recog
nized and followed.
The graphical representation
should be simple enough to be
readily understood by everyone af
ter a short explanation.
The system should not only help
in planning the optimal flow of the
procedures but should also act as a
direct work indicator and a means
of direction without using any
other type of representation such
as written instructions.
It should be directly usable for
constant information feedback for
administrative purposes.
The resulting technique, a com
prehensive work flow chart, has
many resemblances to PERT (Pro
gram Evaluation and Review Tech
nique), which was being devel
oped independently in the United
States at the same time. In fact,
once PERT and CPM (Critical
Path Management) had been pub
licized the Schleips added to their
own method of representation a
modified CPM method of time
value calculation.
RPS is a signal-flow diagram
consisting of blocks (representing
procedures), arrows (portraying
logical connections to subsequent
procedures), dots (marking branch
ing points from which two or more
arrows run to other procedures),
and circles (collecting points into
which run arrows from several pro
cedures which must be completed
before the start of the next pro

cedure). Within each block are
listed the number of the procedure,
its estimated duration, and its
earilest and latest possible starting
dates. Since the blocks are rela
tively large, other information may
be entered as well, for example,
departments involved, special in
structions, etc.
The time-calculation procedures
used are those of CPM rather than
PERT; i.e., the times are calcu
lated without use of probabilities.
This, the authors claim, is an ad
vantage over PERT in terms of
simplicity; it is, however, an ad
vantage that CPM shares.

Advantages over PERT

The authors claim many advan
tages over PERT. Their system is,
they say, clearer than PERT and
has fewer ambiguities, thanks to
their use of dots and circles as
well as blocks and arrows. In net
working, the authors say, an arrow
can represent either a procedure
or a logical connection between
procedures; a circle can mean an
event, a collecting point for pieces
of information, or a distribution
point for information. In RPS each
symbol always has the same mean
ing, and there is no need for repre
sentation of dummy activities. In
RPS there is also provision for in
troducing representation of a wait
ing (or delay) period, which can
not be depicted in PERT. Further
more, the size of the blocks makes
the system more versatile since ad
ditional information can be entered
on them if appropriate.
The special advantage of RPS,
the authors emphasize, is that one
single diagram carries all the in
formation for all function centers,
for all planning meetings, and for
direction and information feed
back. The RPS diagram is also
easier to alter than PERT, is easier
to expand, and permits almost in
stantaneous informing of all inter
ested parties by simply distributing
copies of the corrected diagram.
The book also discusses possible
extensions of the system to repreent alternative work flows, to re
Management Adviser

port project progress, to optimize
resources, to reduce the duration of
a network, to optimize capacity,
and to reduce costs.
Companies that have used the
system, the authors say, have re
ported cost and time savings, sim
plification of cost accounting pro
cedures, improvement in the flow
of information, an increase in team
work, and encouragement of sys
tematic thinking among staff mem
bers.
Whether or not it is superior to
PERT and CPM—and the authors
have perhaps devoted too much
space to this question—the RPS
system does seem to be a technique
that American companies would do
well to investigate. Every consul
tant who now uses or recommends
the use of networking techniques
should read this book (particularly
in view of its modest cost) and
consider combining RPS with the
rest of his bag of planning and con
trol techniques.

Behavioral Patterns in Internal
Audit Relationships by Frederic
E. Mints, The Institute of Internal

Auditors (Research Committee Re
port 17), New York, 1972, 119
pages, $5 ($4 to IIA members)
(paperbound).
It is a safe assumption that the
work of internal auditors will be
most effective if their recommen
dations for improvement are ac
cepted and actually put into effect
by the auditees. This research
study, conducted by means of tech
niques that are novel for an asso
ciation, is a relatively successful
attempt to find out how the auditor
can best overcome the natural re
sistance of his subjects.
The practice of internal auditing
has changed a great deal in recent
years. Once the auditor was viewed
—by himself, by his superiors, and
by the operating managers whose
work he reviewed—as a sort of
policeman whose aim was to un
cover fraud and identify perform
ance failures. The modern approach
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is more positive; auditors are en
couraged to employ courtesy, con
sideration, and tact and to cultivate
good relationships with auditees.
However, as this report clearly
shows, “being nice” is not in itself
enough to overcome unfavorable
attitudes, particularly in view of
the inherent difficulties of the audi
tor’s role, which tends to provoke
fear of criticism and of change
among most auditees.

Improving audit relationship

What can be done to improve
relations between auditor and auditee—or is such improvement really
necessary? The designers of this
unusual study adopted a three
pronged research technique. They
conducted a written survey of audit
practices and attitudes, conducted
a controlled laboratory experiment
to test the effectiveness of different
audit styles, and then tried to ap
ply the laboratory results to actual
company situations in field studies.
The mail survey tended to con
firm what was already well known
from the literature: “Despite sub
stantial efforts to improve the in
ternal auditor’s image, over at least
the last 20 years, the usual reaction
of operating managers and em
ployees is still often one of con
flict and hostility. Unfavorable atti
tudes on the part of auditees ma
terially hamper auditors in carrying
out their responsibilities and seri
ously limit their ability to con
tribute effectively to overall goal
accomplishment.”
The researchers identified three
basic styles of dealing with audit
ees, the traditional or older ap
proach, the moderate approach
(considered to represent general
current practice), and the partici
pative teamwork approach (the one
favored by the research group).
In the traditional approach the
auditor views his primary mission
as protecting his employers against
possible loss. He checks the con
trol system, determines whether
procedures are followed, and seeks
to detect errors for correction. He
is polite but reserved toward the

auditees, keeps what he is doing
strictly secret, and reports all in
fractions of the rules to higher
management.
In using the moderate approach
the auditor tries to be constructive
as well as protective. He tries to
help the operating managers solve
their problems and makes sugges
tions to them. He tries to be friend
ly and sympathetic while remain
ing objective and emotionally un
involved. He asks operating man
agers for suggestions about the
audit, discusses his findings with
them, and may show them his re
port before it is submitted.
Under the participative approach
the auditor sees his primary objec
tive as that of providing assistance
to operating management in achiev
ing overall organizational goals.
He tries to be warm and empa
thetic in his relationships, avoid
ing even a hint of personal criti
cism. He discusses his work with
the auditees throughout the job
and reviews his recommendations
with them. Often the report, which
is carefully framed to avoid any
implication of failure or bad man
agement, has been adopted and
implemented by the auditees be
fore it is submitted to higher man
agement.
To test the effectiveness of the
three approaches the researchers
set up a laboratory experiment in
which “auditors” were assigned to
groups of people performing vari
ous group exercises, including sev
eral Tinker-Toy-like puzzles. Each
auditor or observer used one of
the three audit styles in advising
his group. The researchers found
that the participative style not only
engendered the most favorable at
titudes toward the auditor on the
part of the group and produced
the readiest acceptance of his ad
vice but also that the task perform
ance of the groups advised by par
ticipative-style auditors was the
best.
They then tried to test the three
audit styles under actual condi
tions in four companies. There the
results were less clear cut, appar
ently because some of the auditors
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had difficulty playing the roles as
signed to them. For example, one
Monsanto auditor who was basic
ally a participative-type auditor
was assigned to practice the tra
ditional style—and still came out
with the best results. Many audi
tors accustomed to nonparticipative
techniques were unable to use the
participative style successfully, de
spite a brief training program.
The researchers concluded:
“The numerous unfavorable au
ditee comments and the large num
ber of relatively unfavorable atti
tude ratings, even when the audit
ors were using what they consid
ered to be empathetic approaches,
confirms the belief that a substan
tial degree of conflict exists. The
considered conclusions of the chief
auditors at Monsanto and Honey
well substantiate the researcher’s
theory that acceptance of the au
ditor’s recommendations and sug
gestions is directly linked to the
auditees’ feelings of like or dislike
toward the auditor. And the use
of the participative teamwork ap
proach by the auditor is shown by
the free auditee comments to be
an important factor in assuring that
the auditees will be favorably im
pressed by the auditor.
“In addition, the field studies
also demonstrate that there is a
direct relationship between the
auditor’s personal characteristics
and his acceptance by the auditees.
Those individuals who had strong
inner preferences for other audit
styles had difficulty in adopting
the participative teamwork ap
proach, even though encouraged to
do so by their superiors. Further
more, the studies at Goodrich did
not demonstrate that brief exposure
to a training course in the general
components of the participative
teamwork approach, plus the in
struction by superiors to adopt this
approach, made any major change
in the way auditors getting this
training were perceived by the
auditees.”
The participative, teamwork,
problem-solving approach “may
well be the light at the end of a
dreary tunnel,” the research report
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concludes. However, many ques
tions remain and are suggested for
further study:
“How can the participative ap
proach be applied to auditing?
Empathetic behavior is important,
of course, but it is not the full
answer. . . What is the effect of
management actions, apparently be
yond the auditor’s control? . . . How
can internal auditors be trained to
adopt new patterns of behavior?...
How can auditees be taught that
instead of a critic they are dealing
with a management consultant who
will help them—without fee—to im
prove their own performance?
“Can the participative method
apply to all types of audits? What
about fraud investigations? What
about cash audits? What about
audits of vendor claims? ... If
audit approaches must vary . . .
then can the same types of auditors
do those and the participative audit
as well? Will it be necessary to
subdivide audit staffs for such pur
poses?”
This is a valuable little book for
consultants and CPAs as well as
internal auditors since many of the
problems are similar. It seems to
point the way to success—although
it leaves very open the question
of how individuals are to learn to
adapt their personalities to fit the
desired pattern.

Operations Research: Implica
tions for Libraries by Don R.

Swanson and Abraham Bookstein,
(Editors), the University of Chi
cago Press, Chicago, Illinois, 1972,
160 pages, $7.95.
The proceedings of a 1971 con
ference of the University of Chi
cago’s Graduate Library School,
this book offers ten papers on
operations research and the possi
bilities of applying it in libraries.

Operations research in libraries,
as the editors of this book point
out, is still a “very young endeavor.”
They feel, however, that, “Com
bined with library experience, sen
sitivity to library needs, and a will

ingness to modify traditional opera
tions, OR has great potential for
assisting library management.”
The articles reproduced in the
book are the speeches that were
given at a librarians’ conference on
OR. As is always the case when
a new technique is being intro
duced to a fresh audience, much of
the material—indeed, about half of
it—is devoted to basic explanation
of the technique itself and, there
fore, is of equal value to readers
outside the library field.
Two papers, for example, de
scribe the methodology of OR, its
limitations, its potentials, and its
relationship to other developments
in a rapidly changing society. Other
general topics include the creation
of models, their use, their values,
and mathematical programing.
Actual examples cited

An effort is made in some of
these introductory presentations to
use library examples; for instance,
one talk on models describes stor
age models created in the course
of the speaker’s own research in
libraries; the linear programing
paper outlines a model for decid
ing whether to buy a particular
issue of a given journal and, if so,
in which year after its publication.
Other contributions stress actual
applications. One describes how
the University of Lancaster library
used OR techniques to create a
more flexible circulation policy.
Another suggests models for fund
allocation and tells how the speaker
produced a measurement of effec
tiveness for a large public library
system. Two papers deal with
gathering data for analysis of li
brary operations, in one case of
catalog use.
For the most part, the articles
are clear and well organized, al
though not all are as nonmathe
matical as the sponsors of the con
ference would have liked. The
result is a worthwhile purchase for
anyone involved in the manage
ment of a library of reasonable size
or for any consultant interested in
library clients.
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MAGAZINES
Computer Job Costing by An
thony E. DiGuglielmo, Manage
ment Controls, March, 1971.

Now that third generation com
puter systems have established time
sharing capabilities, a single job
no longer has unrestricted use of all
the computers resources. This
paper introduces and compares two
approaches to cost distribution for
computer jobs in a multiprogram
ing environment.

Job costing for computer runs
on single-programing systems was
based on the allocable cost of the
system for the length of the run.
Here, the total of the elapsed times
of all jobs run was equal to or less
than the total system processing
time. With the time sharing capac
ity of multiprograming systems,
several jobs utilize the entire sys
tem simultaneously which pre
cludes the earlier job costing
method (i.e., the sum of the
elapsed times of all jobs run ex
ceeds the total system processing
time).
Internal reporting

The software package for oper
ating the system may include in
ternal clocks to calculate the pre
cise number of seconds a job had
use of the central processing unit,
peripheral devices, and core mem
ory. When each component utiliza
tion time is multiplied by its
standard cost rate, a valuation for
the job’s cost can be calculated by
summing these products. The re
sulting dollar figure is generated
by the system during the run and
printed with the job’s output; no
longer is an operator required to
manually log the start and finish
times of the job.
External reporting

For systems without the software
internal clocking capability, the
alternative is to construct a table
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of configuration and distortion fac
tors to be multiplied by the stan
dard cost rate for the entire com
puter system and the elapsed time
for a specific job. The effect of
these factors is to quantify the por
tion of the system utilized by the
specific job (configuration factor)
and to normalize the elapsed time
by weighing properly the user’s re
quest for priority, core memory,
input source, processing tape drives,
and output medium (distortion fac
tor). Development of proper fac
tor values requires detailed studies
of individual system component
costs for each possible component
combination (for configuration fac
tors) and of elapsed time data for
each possible priority, memory,
and peripheral combinations (for
distortion factors).
The author advocates external
reporting on the basis that the
data is “readily obtained and easily
applied” resulting in “low cost
to install and maintain” for all com
puter systems, regardless of their
software capabilities. In fact, how
ever, the cost of initial factor esti
mation, in order to be accurate to
any useful degree, must be exten
sive and exhaustive of all com
ponent mixes and this is rather
costly. If such initial studies are
not conducted properly or if they
are inadequately prepared, the re
sult will be inappropriate billing
costs to the users.
Comparison

One of the major arguments
against internal reporting is that
such reporting increases system
overhead and that software modes
may prove expensive. While these
increased costs do exist, the external
reporting scheme has its compara
ble expenditures: delays created
by the necessity of logging run
times by the operators, thus in
creasing system overhead and
idling system capacity, this critic
believes. Unless the choice to elect
internal reporting is precluded by
the system’s unadaptability to such
software, a system using internal
reporting allows no human operator

logging errors and presents an ac
curate depiction of the actual mode
of operation with minimal inter
ference.
Ben L. Trykowski
Michigan State University

Managerial Work = Analysis
From Observation by Henry

Mintzberg, Management Science,
October, 1971.

This is a report of a “structured
observation” for a one-week period
of the activities of the chief execu
tives of five medium to large cor
porations. It is argued that the
“actual content of managerial work”
should be understood by the man
agement scientist before he at
tempts to model the manager as a
programed system.
Fayol’s 50-year-old description
of managerial work is contrasted
with a morning’s work for the
present day president of a large
organization. There is a great need,
this author feels, to have a system
atic and meaningful description of
the actual content of managerial
work. Fayol’s four words—planning,
organizing, coordinating, and con
trolling—do not describe the actual
work of managers at all; they only
describe certain vague objectives
of managerial work. Several ap
proaches for reviewing the work
of managers are considered, includ
ing the managerial decision-mak
ing process, the manager’s inter
personal activities approach, and
the “diary” method. The conclu
sion is that the question—what do
managers do?—remains unanswered
in the literature.
The “standard observation” meth
od was utilized to observe oneweek-period activities of five med
ium to large organization chief
executives. From the original data
gathered—the “chronology record,”
the “mail record,” and the “contact
record”—conclusions are derived
concerning the actual substance of
managerial work.
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From the study ten roles are
selected to represent the distinct
components of managerial work.
These roles are classified into three
groups: (1) those roles that relate
to the manager’s behavior that fo
cuses on interpersonal contact, i.e.,
figurehead, external liaison, and
leader; (2) roles that relate pri
marily to the processing of infor
mation, i.e., nerve center, dissem
inator, and spokesman; and (3)
managerial roles that are dealing
with decision making, say strategy
making— these are role playing as
an entrepreneur, a disturbance
handler, a resource allocator, and
a negotiator.
These ten roles suggest that the
manager has a great burden of re
sponsibility. He must oversee the
systems of the whole organization
or its subunits; he must interact
with a variety of people within
and outside his organization; he
must serve as an information link
between his organization and its
environment; he must make many
critical decisions which occur every
day in order to maintain and con
trol the operations of his organi
zation.
Some relationships between the
author’s three groups of managerial
roles and Fayol’s description of
managerial work can be perceived.
The author concentrates on the
structure and content of managerial
work while Fayol divides manager
ial activities into a number of func
tions. For example, interpersonal
roles are related to the command
ing (directing) and coordinating
functions; information processing
roles are related to the organiza
tion, coordinating, and controlling
functions; and decision-making roles
are related to the planning, organ
izing, directing, coordinating, and
controlling functions.
The analysis of the study data
discloses that the manager performs
his work at an unrelenting pace;
his activity is characterized by
variety, discontinuity, and brevity;
and he prefers issues that are cur
rent, specific, ad hoc, and that are
presented in verbal form.
This implies there is as yet no
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science in managerial work. There
is a big gap between the manager
and the management scientist. The
latter tries to analyze and change
the manager’s working behaviors
without understanding it. So the
manager finds that he must rely
on verbal forms of communications
and complains of naive planning
while the management scientist
complains of disinterested man
agers.
The first step for the manage
ment scientist is to understand the
actual content of managerial work.
However, this is not sufficient. He
must also examine what roles the
manager should play, what is the
effective way of reducing the
manager’s workload, and what are
the optimal time and resource allo
cations for an effective manager.
Not only management scientists
but accountants must understand
managerial work. Accountants play
major roles in providing informa
tion to managers. The more they
know the true content of manager
ial work the better able they will be
to provide needed information. We
must describe managerial work
more precisely and we must model
the manager as a programed sys
tem. Only then shall we be able to
make a science of management and
management accounting.
W. Thomas Lin
The Ohio State University

The Financial Control of Adver
tising by David Britton, Account
ancy, November, 1971.

Based on his broad experience
in advertising control, the author
has formulated a model which will
simplify the development of real
istic advertising budgets.

In the introduction to this article
the author, David Britton, lists three
reasons why accountants should be
come involved in marketing. His
first reason is that marketing is a
fascinating subject requiring con
siderable financial perception; sec

ond, accountants must learn to
speak with authority in marketing
to prevent other professions from
wresting back the initiative and
leadership which accountants have
gained; and, third, accountants
should be concerned because of the
sheer monetary size of the adver
tising budget.

Service motives

While he expounds on the third
reason, Mr. Britton mentions sev
eral service-oriented reasons for
accountants’ involvement which,
hopefully, are more typical of the
accountants’ attitude than such
egocentric motives as the second
one. Examples of these service
motives follow:
1. Accountants have become
more accurate in their prognostica
tions. Therefore, they can offer
valuable predictive services to mar
keters.
2. Accountants are disciplined
in quantitative presentations which
require judgment based on facts,
not hunches or dreams. Conse
quently, they can supply more real
istic interpretations of marketing
experiments.
3. Accountants are skeptical of
the figures presented to them. This
skepticism demands a deeper look
into the origin of the figures and
calls for judgments based on the
constraints imposed upon those fig
ures. So accountants can serve
marketers by evaluating the esti
mates upon which marketing deci
sions are based.
Whatever a reader’s opinion of
Britton’s concept of the accountant’s
function in marketing, he will
probably agree with Britton’s de
duction: Advertising expenditures
are often extravagant when com
pared to their results.

A practical decision model

Having reached this conclusion,
Britton advocates a model designed
to help advertisers determine the
amount of their expenditures in
keeping with their objectives and
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select the most effective media in
which to spend their allocation.
The starting point in the model is
a zero advertising allocation. The
objective is to answer the ques
tion, “Is advertising appropriate? If
so, how much?” Britton’s model
provides quantitative answers to
the following questions:
1. How much do competitors
advertise?
2. Through what media and
agency do competitors advertise?
3. What are the results of com
petitors’ advertisements?
4. How much advertising should
our firm buy in various media?
5. What results should we ex
pect from that expenditure?
6. After comparing expected re
sults to actual results, should we
alter our advertising scheme?
7. How well has the agency we
selected performed?

The model is segmented into three
stages which are diagramed clear
ly. The three stages provide feed
back to financial/marketing con
trol pertaining to the feasibility of
advertising, the effectiveness of the
media chosen, and the change in
sales of the product after adver
tising.
Accountants’ responsibility

According to Mr. Britton, ac
countants have a responsibility in
developing the advertising budget.
The accountant in industry should
seek confirmation that adequate re
search has been carried out by
marketers. If he does not receive
such confirmation, he must do the
research himself. The public ac
countant should regard provision
of advertising evaluation informa
tion as a part of the complete finan
cial service which his clients appre
ciate. Neither accountants in indus
try nor public accountants should
be surprised if the board starts
asking for an evaluation of the
advertising policy in addition to the
other services presently supplied.
Bruce
Collier
Oklahoma State University

E.
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An Optimum Switch from Dou
ble-Declining Balance to Sum-ofthe-Years Digits Depreciation by

Emil Sunley, Jr., The Accounting
Review, July, 1971.
The author concludes that the
optimum year in which to switch
from double-declining balance
(DDB) to sum-of-the-years’ digits
depreciation (SYD) depends upon
three variables. The relevant vari
ables are 1) the asset’s useful life,
2) the salvage value, and 3) the
discount rate chosen to find the
present value of taxes. Optimizing
the switch equates with maximiz
ing the present value of the tax sav
ings resulting from making the
switch at the appropriate time.
Before the findings of the article
are discussed, the reader should be
aware of three points:
1. The article is based upon Rev
enue Procedure 67-40 which per
mits switching from DDB to SYD
depreciation. In early 1971, the As
set Depreciation Range System was
introduced. The “System” provides
only for the switching from either
DDB or SYD depreciation to the
straight-line method. However, the
article remains timely since Rev
enue Procedure 67-40 still pertains
to assets put in service before 1971
and to assets put in service after
1971 (if not depreciated under the
new “System”).
2. Whether a switch to straightline depreciation instead of to SYD
depreciation, is more beneficial in
a particular situation is not given
paramount
consideration.
The
switch to straight-line always re
sults in a smaller present value of
tax savings than does a switch to
DDB depreciation.
3. The assumption is made that
the useful life of the asset is not
revised upon the occurrence of the
switch.
The results indicate a constantly
increasing function of both salvage
value and useful life. Intuitively,
one would expect the decision of
which year to make the switch
would depend upon the amount of
the discount rate. However, the dis

count rate very seldom influences
the decision to switch in a partic
ular year.
The author provides a table
(Table 3) which indicates how
much the switch is worth when
made at the optimum time. The
measurement of worth is the “per
centage increase in the present
value of the tax savings resulting
from an optimal switch.” The tax
savings is the difference in taxes
paid when using DDB depreciation
with a switch to SYD depreciation
and the taxes paid when using the
best alternative depreciation policy.
There are two alternatives to be
considered: 1) DDB with a
switch to straight-line depreciation
and 2) the use of the SYD meth
od throughout the life of the asset.
Little difference

The table shows that there is
little difference between the opti
mum depreciation policy and the
best alternative depreciation policy.
Generally, the switch results in only
a small percentage increase in the
present value of the tax savings.
The percentage increase is greatest
when the salvage value is 10 per
cent and the useful life is 32 years,
but the increase is only 2.47 per
cent.
A second table (Table 4) shows
a decision of greater significance.
If a company sub-optimizes by
choosing the second best deprecia
tion policy, the penalty is not large.
However, if the company sub-op
timizes by choosing the third best
depreciation policy, the penalty
can be relatively large. For in
stance, Table 4 shows that for an
asset with a useful life of 40 years
and a salvage value of 15 per cent,
a switch from DDB to SYD at the
end of 13 years yields an increase
of 0.36 per cent over the best alter
native (a switch from DDB to
straight-line). However, a switch
from DDB to straight-line increases
the present value of the tax savings
by 8.64 per cent over the next best
alternative (using SYD for the full
life of the asset).
The article has practical signif
icance for two reasons:
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1. The discount rate has little
significance. This fact is very im
portant for those firms lacking the
tools or inclination to develop the
appropriate discount rate.
2. The author provides a table
that indicates the optimum time to
switch for varying useful lives and
salvage values. This would save
considerable computation time for
any firms interested in choosing the
appropriate depreciation policy.
John K. Cheever
University of Southern California

Decision Making When Joint
Products Are Involved by Ronald
V. Hartley, The Accounting Re
view, October, 1971.

Using a series of four cases, Pro
fessor Hartley develops a linear
programing model for analyzing a
complex four-product joint proc
essing situation. In a fifth case he
presents a generalized model for a
two-stage joint product process
which includes reprocessing of
waste materials. Consideration is
given to input resource constraints,
productive resource constraints,
market constraints, and a variable
production function in the model.

Case 1 presents the traditional
contribution approach as it relates
to a joint product decision. The de
cision concerning additional proc
essing beyond the split-off point is
analyzed for two products, each of
which may be further processed at
additional cost. In Case 2, resource
constraints are added to the prob
lem by placing a limit on the
monthly quantity of the joint raw
material which is available for
processing. In addition, the ma
chine hours available for processing
the input resource are constrained.
Solution of the linear programing
model results in an optimal solution
when no final product market con
straints have been imposed.
Case 3 introduces a maximum
level of sales for one of the joint
products and for the product which
can be created with additional
64

processing of the joint product.
With constraints placed on the
sales of one of the joint products
and its further processed product,
the solution is not necessarily op
timal unless the ability to inventory
the constrained products is added
to the model. Temporary inven
tories of the constrained joint
product are added to the model
and the optimal solution is found.
Utilization of the temporary inven
tory by management is discussed in
detail. First, alternative uses in an
unconstrained market may be de
veloped and added to the model
along with its productive resource
requirements and contribution mar
gin. Second, a sensitivity analysis
of
price-quantity
relationships
could be conducted to see if a new
price and market constraint would
result in a better solution. Third,
the unsold items could be disposed
of and the cost to dispose of the
unused product added to the ob
jective equation.
When a joint production process
is such that the output mix of the
joint process can be changed, a
variable production function enters
the decision model. Case 4 discuss
es a linear variable production
function which has a linear vari
able cost associated with changing
it.
In the example, the original
product mix is 3 units of Product A
and 2 units of Product B. The mix
can be changed in favor of Prod
uct B to a maximum of 2.5 units
of A and 3 units of B. A constant
per unit amount of $6 is introduced
as the cost of changing the func
tion.
For example, the maximum
cost of the change from a mix
which includes 2 units of B to one
with 3 units of B would be $6. The
variable production function and
its costs are added to the model
and the optimal solution is pre
sented.
A generalized model which in
cludes the constraints introduced
in Cases 2 and 3 is presented in
Case 5. In addition, multidepart
ment processing of joint products
is presented for analysis. The proc

ess begins with a joint resource
which is processed into two out
puts. These two outputs are proc
essed, with the addition of a con
strained input resource, through
additional processing departments.
Additional processing of one of the
products creates a waste material
which can be reprocessed into the
original input resource. Selling
prices, costs, and constraints are
considered in a general linear pro
graming model which can be used
to analyze the situation.
Poor examples

The linear programing models
developed in the article should be
useful in analyzing complex joint
product problems. However, the
reader of the article should be con
stantly aware of the examples used
to illustrate the problems and, in
some cases, the inconsistent intro
duction of constraints. The ex
amples used are not complex
enough to illustrate fully the value
of the linear programing approach.
Market constraints are placed upon
only two of the four products,
which causes the solutions to go to
wards the unconstrained products.
Further processing of one of the
products results in a negative con
tribution margin and for this rea
son the product, even though in
cluded in the objective function
each time, is never a part of the
solution. For these reasons most of
the examples can be solved using
contribution margin per constrain
ing factor, a traditional approach.
Robert E. Hamilton
University of Southern California
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